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“The Switching of Settlors of Jnter- 
Vivos Trusts in Federal Estate Taxa- 
tion,’ X-rays inter-vivos trusts, which 
the author, Emily Marx, says are X-rayed 
by the Commissioner in the hope that 


the inter-vivos severance was not clean 
cut. * * * * * * * * K * * * 


Edward Roesken analyzes state ad 
valorem taxation of intangibles for the 
tax man interested in interstate trans- 
actions and investments. * * * * * 


Aaron L, Danzig’s article, “Tax Con- 
sequences of Distributions in Liquidations 
and Reorganizations,” is a well-docu- Editor 
mented discussion of a technical and Monty 5. Rewart 


all-important tax point. * * * * * "ane cee 
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Tax=-Wise 


The Saddest Words 
of Tongue and Pen 


“Volume One, Number One,” is an ambi- 
tious rubric. It presupposes that there 
will be a number two, three and more, 
and that its shadow will never be less. 
But publishing any kind of material that 
is numbeged in the beginning “Volume One, 
Number One,” is like rolling a hoop. After 
the first smack with the stick, it takes 
repeated smacks to keep it rolling and 
prevent its falling to the ground, where 
it can cast no shadow. George Maurice 
Morris, who was present at the beginning 
roll of our progenitor, The National Income 
Tax Magazine, paraphrased: “Of all the sad- 
dest words of tongue and pen, the saddest are 
Volume One, Number One.” 


Some time ago Joseph Francis McCloy 
sent us a copy of Volume One, Number 
One, of the American Taxpayers Quarterly, 
There was no Number Two. Number One, 
dated November, 1931, is a well-documented 
issue, with lively articles and many com- 
ments on current tax cases. It is dedi- 
cated thus: “American Taxpayers Quarterly 
salutes its readers and dedicates its pages 
to the American taxpayer, whose name is 
legion. We speak in his name and in his 
behalf and for his purse, which makes up 
the golden flood which pours its thirteen 
billions of dollars and upwards annually 
into the coffers of federal, state, county 
and municipal tax-collecting agencies. Let 
him desist for the nonce and the govern- 
ment trembles, navies melt away, cities 
become bankrupt and the voice of the 
teacher is silent in the land.” Here it is, 
only seventeen years later, and quite a dif- 
ferent situation prevails: Thirteen billions now 
is a very small amount of money—almost 
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Taxes... 
Tax People... 
Things Taxed... 


that much is collected from the federal 
individual income tax; if the taxpayer 
desists in his payment, he gets a distraint 
warrant from a very efficient collecting 
organization; the navy’s appropriation is 
greater than ever; the cities have discovered 
the sales taxes and the personal income taxes; 
and the voice of the teacher is raised for 
more money. 


One very nice little piece in the Quarterly, 
which serves as tax Americana and has 
a little moral, is the following: 


“In a certain charming town located 
many miles from the Quarterly’s publication 
place, the High School pupils pursue 
a special course in economics which lies 
equally as far from the conventional and 
usual lines. Freshmen simply study their 
own local tax system until it is definitely 
understood. During this elementary course 
parents’ receipted tax bills are often ex- 
hibited for analysis and comparison. The 
studies go into such detail that by term 
end students actually have learned among 
other things the per capita cost of their 
own schooling. Having mastered their first 
task, as sophomores the students proceed 
to survey county finances. Junior year 
finds the state system under scrutiny and 
in comparison with other state systems. 
Seniors become fully familiar with the 
federal tax structure, including, of course, 
the tariff schedules. It is surprising how 
many collateral lanes are eagerly explored 
in this peculiar process of learning. For 
instance, study of the philosophy of ‘ex- 
emptions from taxation usually leads to 
inquiry as to the place of religion, morality 
and philanthropy in the scheme of things. 
Each year of the course comprehensive 
review is made of the preceding term 
activities. The school debates sometimes 
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become a source of extreme embarrassment 
to authorities responsible for administration 
of public finances. A tendency towards 
higher moral standards among public offi- 
cials is noted as a result of the studies 
of these honest, young, prying eyes. Public 
funds actually go further. Waste diminishes 
as these precocious younsters make recur- 
rent inquiries as to the destination of their 
parents’ hard-earned tax payments. Con- 
siderable excitement was roused that time 
the building committee of the school board 
discreetly resigned in a body when the cost 
details in the erection of the new high 
school building were so closely analyzed 
by one ambitious group. Those public offi- 
cials who are invited to address the classes 
from time to time on_ special aspects 
of taxation consider themselves highly 
honored and invariably hasten to accept. 
Professor Seligson of New York, the 
venerable master of taxation, cheerfully 
made the long journey to confer the gold 
medal on Sandy MacGregor, a mere junior, 
winner of the annual prize essay some years 
ago, who discovered and demonstrated in 
the course of his thesis, the simple yet 
startling truth as regards taxes, which had 
been overlooked, or at least was left un- 
stressed, by Adam Smith, namely, that 
the elders of the community incur public 
obligations but the rising generation must 
earn and pay the taxes to discharge them. 


“It was noted that as this course grew 
in popularity other inconsequential subjects 
were gradually dropped from the curricu- 
lum. The graduates of the school are noted 
for their success in after life. The careers 
of those who follow through to college 
and university reflect great glory on their 
local alma mater. They remain peculiarly 
unaffected by prevalent shibboleths all 
through their lives. They suffer no 
gripes from swallowing half-baked economic 
theories, which they know enough always 
to reject. Many of them fill high positions 
ably in’ the very same public tax bureaus 
which they microscoped as _ youngsters. 
One of them is now “chief tax engineer” 
of the tax department of the world’s 
greatest bank. . .. 


“Anyone interested in securing further 
information concerning this unique course 
of training may address inquiries to the 
Principal of Utopia High School, Utopia, 
not m U.S; A.” 


Atomic Tax Plan 


Chester I. Barnard, writing in the Public 
Utilities Fortnightly on decentralization as 
a defense against the atom bomb, states: 
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“One proposed defense against future possi- 
ble use of the atomic bomb looks fairly 
logical on its face. It is decentralization 
of population and industrial plants: spread- 
ing all national activities thinly throughout 
the nation so that no group of bombs could 
destroy the economy.” In discussing this 
proposal, he points out that this would 
have a teriffic impact on real estate values, 
and that “all large city governments would 
be broken up automatically and in a short 
time because of the decreases in the value 
of real estate.” Some of our best tax brains 
had better give thought to an atomic tax 
plan as a defense against the effects of 
the “decentralization defense” against the 
effects of “atomization.” 


Meetings for Tax Men 


The Federal Tax Forum, Inc., has two 
more meetings scheduled before the summer 
recess—,May 27 and June 11. At the May 
27 meeting, Mr. Jules Stocker will speak on 


“Recent Supreme Court Cases on Estates 
and Gifts.” 


Two new chapters of the Tax Executive 
Institute have been formed, one in St. Louis 
‘and the other in New Orleans. The officers 
of the St. Louis chapter, who were elected 
in March are: 


President—C. V. Burns, American Zinc, 
Lead & Smelting Company. 

Vice-President—J. R. Matlock, Monsanto 
Chemical Company. 

Secretary—G. Oliver Stone, McQuay- 
Norris Manufacturing Company. 

Treasurer—Wm. Aitken, Falstaff Brewing 
Corporation. 


The officers of the New Orleans Chapter, 
who were elected in April, are: 


President—James N. Connolly, Williams, 
Incorporated. 

Vice-President—Harry K. Oliphint, Para- 
mount-Richards Theatres, Incorporated. 

Treasurer—J. R. Persons, Lykes Brothers 
Steamship Company, Incorporated. 

Secretary—Carl A. Palmgren, Jr., New 
Orleans Public Service, Incorporated. 


The New Jersey group of the Federal 
Bar Tax Law Institute of the Federal Bar 
Association of New York, New Jersey and 
Connecticut, held its last symposium of 
the 1947-1948 season in Newark, New 
Jersey, on May 19, 1948. The symposium 
of May 19 was presided over by Honorable 
William F. Smith, United States District 
Judge for New Jersey. The speakers were 
Walter H. Schulman, former Assistant 
United States Attorney, and a member of 


483 























































































the New Jersey and New York bars, who 
discussed “Penalties and Problems in Civil 
Tax Fraud Cases,” and the Honorable Meyer 
Rothwacks, Special Assistant to the Attor- 
ney General, Tax Division, Department of 
Justice, and a member of the New Jersey 
bar, whose topic was “Law and Procedure 
in Criminal Tax Cases.” 


Prefabricated Housing 


A sales tax will be levied on prefabricated 
houses in North Carolina. The tax will 
be imposed on the separate parts of the 
structure; and if any parts are bought out- 
side of the state, the use tax will apply, 
providing that the parts are shipped direct 
to the consumer. There is a provision for 
a maximum tax of $15 on any one sale, but 
this will not apply to the prefabricated 
house because so many parts are used. 


Farm Income 


“What do your farm products really 
bring? Have you ever figured what you 
get per bushel or pound after taxes? Take 
the quantity and price of your principal 
product. Find what portion it made of 
your total income. Then figure what por- 
tion of your Federal income tax was paid 
cn the income from that product, subtract, 
and divide by the quantity. Frederick L. 
Spear says in The Nebraska Taxpayer that 
‘a farmer who produced 3,500 bushels of 
wheat on 100 acres in Cass County last 
year selling it for $2.50 per bushel, in reality 
received $1.27 per bushel’.”. (From the 
Farm Journal.) 


Mr. Pepys’ Diary 


Up this a. m., still tired of foot from 
tramping the several lending libraries the 
night before for a copy of The Report on 
the Report of the Kinsey Report, having 
to do with the sexual hehavior of the 
human male, without luck in finding an 
available copy, and so listlessly to the office, 
where we received the opinion of McKinnon 
v. Wisconsin Department of Taxation. Un- 
happily, a phrase therein diverted us for 
the moment from our trouble of last night, 
but in the end led to its repetition. It 
read: “. the assessor informed the 
petitioner that doomage assessments had 
been entered against him for [the years in 
question]” 


This strange tax word kept running 
through our mind the day through, and 
its ‘meaning would be resolved only by 








a trip to the main library. There we found 
that doomage, though archaic, is still used 
in some New England states and in Penn- 
sylvania to refer to a fine for neglect. One 
encyclopedia defined dooms as decisions 
of the wise men or elders of the English 
moots. Since an English moot is probably 
no different from a moot Americanus, we did 
not pursue this definition further, but con- 
tinued to another reference work, which 
corroborated the first that doom was 
originally a law or enactment or the de- 
cision of a judge. Research finished. It 
was time to go home, where we informed 
the little woman that the main _ branch 
of the library does not have an available 
copy of The Report on the Report of the 
Kinsey Report, etc. either. And so to bed. 


‘Fluid Cities”’ 


Along about this time of the year people 
living in cities begin to receive their property 
tax bills, and there is hardly an envelope 
which contains what would be welcome news 
—a reduction from last year’s rate. The re- 
cipient is likely to recall that his city is one 
of the many that recently supplemented its 
revenue with a new type of tax, either the 
personal income tax or the sales tax. Cities 
in California have in the last year enacted 
sales taxes faster than you can say “La Ciudad 
de Nuestra Senora la Reina de Los Angeles 
de Portciuncula.” 


Pennsylvania cities have received the 
green light lately, from the state legislature 
and the state Supreme Court, to levy ad- 
ditional taxes on their residents. The new 
taxes have for the most part followed the 
pattern of Philadelphia’s personal income 
tax. Other cities during the 1947 legisla- 
tive season sought from their legislature the 
right to levy additional and different taxes. 


Perhaps an insight behind the urge to 
seek a different tax base is found in 
the treatise of the Tax Institute on “The 
Disintegration of the American City.” 


In its publication, Tax Policy, this organ- 
ization traces the disintegration of the city 
from 1910, when statistics began to show 
the emigration from Manhattan. What is 
behind this phenomenum is threefold: the 
urge of people to live elsewhere than in the 
big city; improved transportation facilities, 
particularly the prevalent ownership of the 
private automobile; and the decentralization 
of industry. 


The first reason has long been latent in 
the American city worker; the others are 
outgrowths of industrialization during the 
last war. 
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In spite of all the griping about taxes, it 
is surprising to learn that this is not the 
greatest motivating factor in the inexorable 


exodus. But the exodus does bring its own 
tax problem. As the suburban areas grow, 
they will have their own tax problems nec- 
essitated by the demand for municipal serv- 
ices of their new residents, and the older 
cities from which emigration is going on are 
left with their blight areas and their falling 
revenues. This city has a future, though, 
according to the Tax Institute, as a fluid 
city (a term coined by the Tax Institute): 
“Suppose we think of a fluid city as one 
where perhaps more than fifty per cent of 
the population commutes weekly or daily to 
outlying residences.” 


If this trend continues without abatement, 
the need will increase to seek different types 
of taxes to maintain city services. It prob- 
ably spells abandonment of the traditional 
property tax as the greatest source of rev- 
enue for the city and the enactment of the type 
of tax that will impress upon the commuter 
his liability for the support of the city in 
which he works as well as the city suburb in 
which he resides. The personal income tax, 
as unwieldy as it is for the purpose, proba- 
bly accomplishes better the objective of tax- 
ing the commuter, or the one who enjoys 
the benefits of the big city for the purpose 
of earning his pay. The sales tax will tax 
those who spend in the big city regardless 
of the geographical source of the earnings. 
This type of tax seems more readily adapted 
to the needs and purpose of the suburb than 





to those of the mother city. The viciousness 
of the personal income tax is that it dupli- 
cates the federal government’s tax to a large 
extent, on the assumption that the cities will 
be content to tax only earned income. It 
is conceivable that at some future date the 
state may also increase its liking for this 
type of tax. 


Does emigration, then, portend a trend 
in taxes, a shift, from taxing the merchant 
or business, for the purpose of conducting 
business within the corporate limits, to 
taxing the individuals who live and profit 
from the cities? Tax Policy speaks for care- 
ful planning for the effects of the decentrali- 
zation trend of the future, with a careful eye 
to the transportation problems, etc., but con- 
current planning taxwise is deserving of a 
place on the agenda. It may be a great day 
when the fluid city is a reality, but the picnic 
can be spoiled if the fluid city is dripping 
taxes. 


New French 
Double Taxation Protocol 


George C. Marshall, as Secretary of State, 
and Henri Bonnet, French Ambassador, 
signed a protocol on May 17, between the 
United States and France, modifying in 
some respects the Convention of October 
18, 1946, relating to double taxation of in- 
come under the income tax convention of 
1939 now in force and alleviating the situa- 
tion to some extent on estates. 













SHERWOOD'S 
TWENTY-EIGHT YEARS 
OF BUREAU SERVICE 


Washington Tax Talk 





Assistant Commissioner—Retired 


A* EPOCH in the history of the Bureau of 
Internal Revenue ended on May 31 with 
the retirement of William Thomas Sherwood, 
Assistant Commissioner. It was a period in 
which the federal income tax grew to be the 
major federal source of revenue. It brought 
with it problems—problems for the tax- 
payer and problems for the tax collector. 
How these problems were met, is the story 
of “Bill” Sherwood, for he played a major 
role in the solutions. 


An unusually modest individual, Mr. Sher- 
wood would minimize his part in this period, 
but his colleagues tell the story. It is the 
story of a man who, more than any other 
single individual, grasped the idea that the 
Bureau of Internal Revenue is the biggest 
business in the world and should be run 
as such. 


The idea was slow in catching on; in 
Washington it is easy to find other motives 
for the urge of a government agency to ex- 
pand and spend more money. The idea was 
confirmed only recently when a four-man 
expert and disinterested commission, em- 
ployed by the Joint Congressional Com- 
mittee on Internal Revenue Taxation, made 
a report recommending expansion and mod- 
ernization of Internal Revenue on a busi- 
nesslike basis. When and if this report is 
carried out, it will mark the beginning of a 
new epoch in Bureau of Internal Revenue 
history. 

To understand the era with which Mr. Sher- 
wood was identified, we must go back to 
World War I. The modern income tax was 
born in 1913, after adoption of the Sixteenth 
Amendment to the Constitution in that year 
and the Revenue Act of 1913. However, 
the rates were low, the exemptions high, 
and income tax did not constitute a serious 
administrative problem. World War I, 
however, was the occasion for steep in- 
creases in income taxation, with the result 
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that the Bureau of Internal Revenue found 
itself facing unprecedented difficulties. The 
problems of tax administration do not end 
with the passage of a law—or with the pri- 
mary collection of the tax, for that matter. 
Only after the tax funds are substantially 
collected and the returns are piled up in the 
collectors’ offices, does the big job of sort- 
ing, recording, auditing, investigating and 
adjusting cases begin. 


It was during this stage of wrestling with 
the World War I returns that Mr. Sherwood 
entered the Bureau service. He transferred 
from the postal service on February 16, 1920, 
to a Bureau that bore only superficial re- 
semblance to the organization which exists 
today. 


William M. Williams was Commissioner of 
Internal Revenue. In the fiscal year 1920, 
the Bureau collected the then phenomenal 
total of $5,400,000,000 at an administrative 
cost of $27,000,000. It had 18,848 employees, 
one third of them in Washington. 


By contrast, the 1948 Commissioner, 
George J. Schoeneman, will collect approxi- 
mately $40,000,000,000 at a cost of $188,000,000 
this year. He has 51,000 employees, less 
than one tenth of them located in Wash- 
ington. The expert commission of the Joint 
Committee has recommended $250,0Q00,000 as 
a minimum budget for the future. 


Thus, as the job became bigger and more 
complex, the field offices throughout the 
country were growing larger and assuming 
more and more responsibility. In fact, the 
Bureau of Internal Revenue has fewer employ- 
ees in Washington today than it had in 1920. 


Decentralization, in turn, created new 
problems in training and keeping experts 
who could be relied on to meet the tests of 
their new responsibilities. There were no 
universities or schools that turned out ready- 
made revenue agents. Instead, the Bureau had 
to pick likely young accountants and lawyers, 
and train them in the hard school of experi- 
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ence. It was not surprising that sometimes 
they made mistakes; that sometimes they 
were criticized for an excess of zeal in as- 
sessments. They pioneered a hard road and 
often ignored the fact that they must feed 
themselves and their families with limited 
salaries. Newer crops of revenue officials 
are still devoted to the service, but find the dis- 
crepancies between government and private 
pay scales more exaggerated. 


As we look back over the trail through 
Mr. Sherwood’s reminiscent eyes, we hear 
him say, “Practically nothing of a final na- 
ture was decided in the field when I came to 
the Bureau. Today practically everything 
is decided there. We have transformed a 
process of having strangers (in Washington) 
handle the average man’s return, to one in 
which neighbors (field men) handle the re- 
turns of neighbors. 


“We have been aiming toward decentrali- 
zation since 1924, and I am extremely proud 
of what little I had to do with hastening the 
trend. 


“Decentralization means that practically 
all settlements are concluded by field forces. 
It means that more than ninety-five per cent of 
all returns are handled by neighbors of those 
who make the returns—by men who live among 
the people from whom they collect taxes, 
and with whom they can discuss on a face- 
to-face basis any discrepancies, errors, or 
unusual circumstances. America’s taxing 
plan, basically, is one of self-deciaration; 
and the reporting of millions of dollars of 
tax by its citizens is the best demonstration 
of loyalty to democratic government one can 
imagine. These are the same people who, 
because of their love for their country, sent 
16,000,000 of their sons and daughters into 
the military service during World War II.” 


For the future, Mr. Sherwood envisions 
in Washington a headquarters office of ex- 
perts in the fields of management, law and 
accounting. He sees this compact group of 
the most experienced and highly trained 
leaders advising a vast field organization 
dignified with responsibility, trained to ef- 
ficiency, and honored with the pay and re- 
spect that would attract and hold capable 
people. 


This dream, he insists, is not idealistic. 
On the contrary, he regards it as the most 
hardheaded of all practical business propo- 
sitions. He believes the people who pay the 
taxes cannot afford anything less than the 
best in the servants who administer their 
tax laws. He can see nothing businesslike 
in an organization which saves pennies of 
administrative costs and loses dollars of 
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lawful revenues, and occasionally fails to 
return to taxpayers amounts which they 
have overpaid. (A. L. M. Wiggins, Under 
Secretary of the Treasury and former presi- 
dent of the American Bankers Association, 
recently estimated that revenue losses due to 
inadequate enforcement facilities were ap- 
proximately $1,000,000,000 per year.) 

The task of processing tax returns is more 
than a matter of volume of returns, al- 
though these figures are also significant of 
the growth of the Bureau. In 1920, there 
were 7,259,000 individual and 345,000 cor- 
porate income tax returns, while in 1948 the 
numbers are estimated at 55,000,000 indi- 
vidual and 500,000 corporate returns. The 
liability on these returns leaped from 
$2,600,000,000 to $35,000,000,000. Excise and 
other taxes have increased, too. Auditing 
a modern return is also more complicated. 
Years of experience, decades of legislation, 
economic conditions—all have compounded 
the problems which face an agent examining 
a return. Federal revenue needs have per- 
mitted all citizens to aid in paying for na- 
tional security. 


_ These thoughts always bring Sherwood 
back to the inescapable theme that the job 
can be done only if the right kind of men— 
and enough of them—are available. 


“Since the end of the war, there has been 
a vast amount of available talent to be em- 
ployed, if the Bureau only had the funds to 
attract and to hold the caliber of men the 
people must have to do this job well. 


“It is going to require a vastly expanded 
force of men to do the job facing the nation 
—collecting tens of billions of dollars every 
year and getting this money fairly and squarely 
from those who legally should pay it, under 
the rules the people, through Congress, have 
laid down. 

“The most important single fact—for Con- 
gress, for the people—is for the Bureau of 
Internal Revenue to be able to attract and 
to hold men equipped for management of our 
tax collection problems. 


“This job of tax collection reaches into 
every home in every city, town and hamlet, 
and is an important incident in the personal 
economy of each American. It affects the 
pensions of the aged (through social se- 
curity collections); it affects the cost of liv- 
ing and doing business (through miscel- 
laneous tax collections); and it affects, in 
a real sense, the style of living of millions 
of American families. 


“We can’t do this job well unless we have 
the right kind of men. To get that kind of 


men, we must raise our sights on salary.” 
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Mr. Sherwood points out that ninety-one 
revenue Officials in the field earn $10,000 a 
year—the legal maximum the Bureau can 
pay. This is the same salary as that paid 
to Mr. Schoeneman and other high-ranking 
Bureau officials in Washington and in the 
field who could step out of public jobs any 
day to earn from two to ten times as much 
in private enterprise. “What the Congress 
and the people must do is raise their sights 
on the salaries paid top men in-all federal 
agencies. It is not good business to fail to 
provide adequate pay for men who have 
given ther lives in this service, because they 
wanted to stay in government and serve the 
public. What private business of any sub- 
stantial size could survive a constant change 
of top-level executives ?” 

How about Mr. Sherwood himself? His 
colleagues generally regard him as one of 
the best examples of his own preaching. 
Commissioner Schoeneman paid him this 
tribute: 

“Mr. Sherwood over the many years of 
his service with the Internal Revenue Bu- 
reau has felt keenly the responsibilities of this 
vast organization. His services have been 
of inestimable value in the building up of 
our organization, and his many accomplish- 
ments will always be a monument to him. 
While Mr. Sherwood clearly deserves the 
happiness which I hope his retirement will 
bring him, I know every employee of the 
Bureau shares my view that we can ill af- 
ford to lose his services.” 

In his own summing-up of his experi- 
ence in government and the lessons he has 
learned about administrative work in the 
tax field, Mr. Sherwood prefers to look to 
the future, instead of the past. He sees 
ahead an “inescapable challenge” to the 
people. He has many thoughts on Bureau 
service, and there’s a quiet—but firm—hint 
of pride in his voice when he talks about the 
standards set throughout the years. 

He is particularly sure that the personnel 
problems of the Bureau must claim a larger 
share of attention from the people them- 
selves. He points out, with challenge in his 
voice, that “the job of tax collecting in a 
representative government is a job the people 
must carry on for themselves.” 

The people, through their representatives, 
make the tax laws, he explains, and it is up to 
the people, through the funds they make avail- 
able to the Bureau of Internal Revenue and 
the standards they maintain and demand of 
career service employees, to see that the 
money is raised to finance the domestic and 
international needs of America in the months 
and years to come—“a crucial period.” 
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“Nobody can push this job onto the shoul- 
ders of the other fellow,” Mr. Sherwood as- 
serts. “It is a job for every taxpayer, for 
every career service employee, for every 
American. It is a job that we must do well 
—this job of collecting Uncle Sam’s share 
of income—for on it depends the success of 
our government and all its varied programs.” 


Because, throughout the years, he has 
had much on his mind the problem of staff- 
ing the Bureau of Internal Revenue—per- 
sonnel problems—Mr. Sherwood Has some 
pertinent words regarding such problems 
that face the nation today. 


The feeling seems to be universal that his 
retirement is a body blow to the agency. 


“You can’t put it on too thick, in this 
case,” an economist said earnestly. ‘“Sher- 
wood is just about tops in integrity, ability 
and intelligence.” 

“Mr. Sherwood. He’s the one man I hate 
to see leave the most,” declared a messenger. 


“Don’t overlook the fact that he never 
pretended to be anything but a good, honest 
Bureau employee,” the head of a division 
advised. “He could have bettered himself— 
financially—dozens of times, but he chose 
to stay in public service and to fight for that 
service.” 

Bill Sherwood is a rarity in Washington 
a native-born Washingtonian. ‘They are as 
scarce as hen’s teeth, particularly in high 
government posts, for generally—or haven't 
you heard?—big jobs are held as political 
plums. 


3orn on February 25, 1883, he attended 
grammar school and went to business high 
school for two years, before going out to 
look for a job “because, frankly, I had to 
start to work.” The Sherwood family 
exchequer wasn’t plush. As a boy, Bill Sher- 
wood spent several summers on his grand- 
father’s farm in nearby Fairfax County, 
Virginia, but for the most part he was a 
city boy, learning the ropes in the University 
of Hard Knocks. 

His first job was that af a printer’s devil 
in the firm of Gibson Brothers, which is 
still on the Washington scene. He went to 
business school at night and learned type- 
writing and stenography. But beyond these 
courses his formal education was very limited. 
He proved in ensuing years, through con- 
stant study, that a man need not have a 
sheepskin to be informed in history, eco- 
nomics and business management; but he is 
among the first to say that is undoubtedly 
helps a lot. Eventually, he obtained a law 
degree by the night school route. 
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He went to work for Uncle Sam on De- 
cember 10, 1903, as a substitute clerk in the 
city post office. He worked in every de- 
partment of that establishment before he 
was invited by the postmaster at Tucson to 
run the post office there. “That was some 
vacation,” he opines today. “Everything 
in the place was running wrong—and they 
wanted to keep it running that way. I stayed 
around three months—a good summer’s vaca- 
tion—then headed back for Washington.” 


It wasn’t long before he was looking wist- 
fully at the Bureau of Internal Revenue, 
which even in those days was becoming 
noted for its nonpolitical employees and its 
career service. He went into the Bureau on 
February 16, 1920, as a clerk. His climb 
toward the top began at once. He was pro- 
moted to chief of the Stenographic Section 
on July 1, 1920. On July 1, 1923, he was 
named assistant head of the Records Divi- 
sion, and on September 10 of that year be- 
came head of the division. Three years 
later, on May 1, 1926, he was promoted to 
head of the Clearing Division; and on No- 
vember 1, 1927, he was named Assistant 
Deputy Commissioner of the Income Tax Unit. 

He became Assistant Commissioner, one 
of two such posts in the entire Bureau, on 
March 13, 1945, when Joseph D. Nunan, 
Jr., was Commissioner of Internal Revenue. 
The other Assistant Commissioner is Stewart 
Berkshire. 

Now sixty-five, Mr. Sherwood looks at 
least fifteen years younger. He is of a husky 
build, still has most of his hair (which is 
steely gray), like flashy ties and smokes 
cigarettes chain fashion. He is of medium 
height and has broad shoulders. 


He expects to enjoy his retirement “play- 
ing more golf, doing more fishing, and 
motoring a lot.” He expects to spend a lot 
of time getting better acquainted with his 
grandchildren and a lot of his old friends. 


Reminded that he was born under Pisces, 
in the signs of the zodiac, he smiles and 
says, “I don’t know whether that means I 
am a fish or that I am going to catch lots 
of them.” 


All we can say is that the fish had better 
be careful. 
Larston D. FARRAR 


Oleomargarine 


Senator Claghorn says that the difference 
between butter and oleomargarine is forty- 
five cents a pound. The dairy people say 
that oleo is not butterfat and does not have 
the growth factor to be found in butter. 
The oleo people say it tastes like butter, 


Washington Tax Talk 





looks like butter, has vitamins added like 
butter, to which the dairy people retort 
vehemently, “That is just the point of the 
tax on the sale of the stuff—because it is 
made to be a substitute for butter. What 
of our great dairy industry?” 


H. R. 2245 seeks the repeal of the present 
federal taxes on the sale of oleomargarine. 
These taxes are one quarter of a cent per 
pound on the product in its whitish state 
but ten cents per pound when it is colored 
yellow. 


The original bill to tax the product in 
1886 was referred to the Agriculture Com- 
mittee, when the present bill reached the 
Senate it was sent to the same committee. 
The recent fight in Congress grew out of the 
successful attempt to have the bill sent to 
the Senate Finance Committee. The pro- 
ponents of the repeal bill are playing against 
time, hoping that the repeal can be rushed 
through Congress before adjournment. The 
opposition, mostly the dairy interests, hoped 
that the reference of the bill to the Agricul- 
ture Committee would prevent action upon 
it until too late. Long, drawn-out hearings 
and examination of witnesses, too many wit- 
nesses, could have prevented the bill from 
reaching the Senate floor. Senator Ful- 
bright and others were successful in their 
parliamentary fight to have the bill recalled 
and placed before the Senate Finance Com- 
mittee. Hearings began before this Com- 
mittee on May 17. What worries the dairy 
people is that since 1944 the United States 
production of butter has dropped 200 million 
pounds and the consumption of oleo prod- 
ucts has increased in the same period 150 
million pounds. What would happen to 
these products if, as the dairy people claim, 
the oleo manufacturers are able to color 
their product yellow to make it resemble 
butter more closely? There are twenty-six 
oleo-producing firms in this country and 
there are three million dairy farms. The 
impact of the repeal of the tax would no 
doubt have a terrific effect on the maintain- 
ance of dairy herds. Both sides are vehement 
in their arguments. Apparently it isn’t so 
much the housewives who are doing the 
kicking for colored margarine as it is the 
hospitals. The oleo manufacturer says that 
the repeal of the tax will not injure the dairy 
industry as the product is made from skimmed 
milk. 

One disgusted congressman suggested that 
it be packaged in right-angle triangular 
packages so the innocent housewife might 
not grab a package of it from the grocer’s 
refrigerator, mistaking it for butter. But 
two right-angle triangles placed together 
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make a square. Would some enterprising 
oleo manufacturer sell the double triangle 
package for the price of a single pound of 
butter? 


Napoleon III looked at the stuff Hippolyte 
Mege-Mouries offered him, and with royal 
restraint, but characteristic French en- 
thusiasm, exclaimed, “What is eet? Eet 
looks like butter. Eet tastes like butter. 
Eet spread on the pain like butter 
Monsieur Mege-Mouries, what you call eet? 
You have win the royal prize for your dis- 
covery.” 


To which the embarrassed little French 
chemist answered in a fluster, “I call it ‘oleo- 
margarine’. ‘Ole’ for the oils in it and 
‘margarine’ from the Greek margarites, mean- 
ing pearls. It is so white.” 


For some time prior to this day in 1870 
when he brought his discovery to the atten- 
tion of the Emperor of France, Mege- 
Mouries had been searching for a substitute 
for butter. Ironically he produced a fatty 
body identical in composition with butter 
by proceeding from an erroneous premise 
that fat of milk was body fat transformed 
into butterfat by the action of pepsin in the 
mammary glands. He learned that even 
though the cow was placed on a restricted 
diet, its mammary glands continued to pro- 
duce milk containing a percentage of butter- 
fat. Starting with meat fat or suet, he de- 
veloped a process of digesting it with gastric 
juices, separating the harder fats by filtra- 
tion and emulsifying the soft fats with water, 
milk and sodium bicarbonate. He thought 
that the substance thus obtained was artifi- 
cial butterfat composed of olein and margarine, 
which was a name given to a fatty substance 
by another Frenchman, Chevreal. 


The M-M process was shortly abandoned 
as the basic hypothesis was fallacious. To- 
day the substance that is getting so much 
attention in Congress and on the grocery 
stores’ shelves is a product of vegetable oils 
churned in fresh skimmed milk. Peanut oil, 
soybean oil and cottonseed oil are now used 
in the process. 


Soon after appearance of the early product, 
the threat that it offered the dairy industry 
was recognized. The Paris Council in 1873 


approved the sale of the oleo, but prohibited 
the use of the term butter in connection with 
its marketing. The next year it was brought 
to the United States at a time when there 
was a surplus of dairy products here, and 
immediately twenty-two states passed taxes 
on its sale. 


The first federal law came in 1886, when 
oleo was taxed a quarter of a cent per pound. 
In 1902 a tax of ten cents a pound was placed 
on colored margarine. By 1944 taxes were 
levied as a license upon the manufacturer, 
wholesaler and retailer for the privilege of 
selling the product, ranging from $48 on re- 
tailers to $600 upon the manufacturer, in 
addition to the tax per pound imposed on 
the consumer. Restaurants were classed as 
manufacturers, 


State taxes on margarine go from a low 
of five cents per pound in Idaho, Iowa and 
Utah to fifteen cents per pound in West 
Virginia and Wisconsin. Most of the other 
states taxing the compound ask for ten cents 
a pound. Tennessee, West Virginia and 
Wisconsin seem to have the strictest laws: 
West Virginia calls its tax a butter sub- 
stitute tax. These states aim to penalize the 
sale of oleo as a butter substitute, and their 
act defines the product so generally as to 
subject it to the tax by whatever formula 
manufactured. The other states exempt that 
margarine which is made from peanut oil, 
cottonseed oil and other vegetable oils. One 
viewpoint shows that these state laws do not 
want to tax oleo as a product but only when 
it is represented as a substitute for butter, 
which is precisely the point the dairy people 
make. As a spokesman for the dairy farmer 
said to the oleo manufacturers, “I am not 
opposed to the consumer’s using oleo if it 
is wanted. But if the stuff is as good as 
you say it is, why don’t the people use it in 
its whitish state? Why do they have to add 
coloring to it when admittedly the coloring 
adds nothing to the nutritional value of the 
product?” 

The Food and Drug Administration does 
not define oleo according to the ingredients 
of Hippolyte Mege-Mouries’ formula, and 
the present manufacturers do not want it 
pearl white—maybe the product needs a 
new name more than tax reduction. 
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New Estate and Gift Taxes 


By CHARLES A. MOREHEAD 


THE AUTHOR, A MIAMI ATTORNEY, IS CHAIRMAN 


How They Affect Property Ownership in Florida 


OF THE COMMITTEE ON FEDERAL TAXATION OF 


LORIDA IS A COMMON-LAW 

state, so Floridians obtain all of the 
benefits accruing to residents of other com- 
mon-law states under the 1948 tax law. The 
purpose of this discussion is to point out the 
manner in which various provisions of the 
state constitution and statutes affect the 
estate taxes of residents of Florida, and non- 
residents who own property in Florida, 
under the 1948 tax law. 


If the will of a resident of Florida is 
such that the marital deduction provided 
in the 1948 tax law would be denied, a 
Florida widow may obtain the deduction 
as to one third of her husband’s estate by 
electing to take dower. (Code Section 812 
(e) (3) (C).) 

Dower in Florida consists of a fee simple 
estate in one third of the realty and absolute 
title to one third of the personalty of the 
husband, free from liability for the debts of 
the husband and free from all expenses of 
administration, except the widow’s propor- 
tionate share of estate taxes. (Florida Stat- 
utes 731.34.) 

In addition to dower, the widow “shall 
be entitled to receive and retain all wearing 
apparel and such household goods and 
farming utensils, provisions and clothing as 
may be necessary for her maintenance and 
that of the family.” (Florida Statutes 
731.36.) She is also entitled to a “family 
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allowance” not to exceed $1,200. 
Statutes 733.20.) 


If the husband dies without a will and 
leaves no lineal descendants, the widow may 
elect to take the entire estate in fee simple 
subject to the husband’s debts, or to take 
dower free from the husband’s debts. If 
there are children, and the husband dies 
without a will, the widow may elect to 
take a child’s part in fee simple subject to 
the husband’s debts, or to take dower free 
from his debts. (Florida Statutes 731.23.) 

The foregoing exemptions and elections 
should be considered in planning estates 
and drafting wills for Florida residents. 


(Florida 


Florida Homesteads 


Under the Florida Constitution, the 
homestead owned by the head of a family 
is not subject to devise by will, but descends 
to his widow and heirs free from the debts 
of the owner. The homestead consists of 
160 acres of land outside a city with all 
improvements thereon, or one half an acre 
within a city with the owner’s “residence 
and business house” thereon. The value of 
the homestead is not limited. (Florida 
Constitution, Article 10, Section 1; Florida 
Statutes 731.05.) 


The marital deduction applies to a Florida 
homestead if there are no lineal descend- 
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ants of the husband because in such event 
the homestead descends to the widow in 
fee. (Florida Statutes 731.27, 731.23.) 


The marital deduction does not apply to 
the homestead if the widow and lineal de- 
scendants survive the husband because in 
such event “the widow takes a life estate 
in the homestead, with vested remainder 
to the lineal descendants in being at the 
time of the death of the decedent.” (Florida 
Statutes 731.27.) Such a life estate does 
not qualify for the marital deduction under 
Code Section 812 (e) (1) (B). 


Estates by the Entirety 


Florida recognizes estates by the entirety 
(joint ownership by husband and wife) in 
both real and personal property. Under 
Florida law, property so owned is not 
subject to devise by will, but becomes the 
property of the surviving spouse by opera- 
tion of law upon the death of either spouse. 
(Bailey v. Smith, (Fla.) 103 So. 833.) A 
joint bank account of husband and wife 
creates an estate by the entirety in Florida. 


The marital deduction will be allowed as 
to property which passes to a surviving 
spouse as a result of an estate by the 
entirety (Code Section 812 (e) (3) (E)) “to 
the extent that such interest is included 
in determining the value of the gross estate” 
of the deceased spouse. (Code Section 812 
(e) (1) (A).) This means that the marital 
deduction will be allowed in the proportion 
that the deceased spouse contributed to 
the purchase or accumulation of the prop- 
erty composing the estate by the entirety. 
The remainder of the property, representing 
the contribution of the survivor, passes to 
the survivor free of estate tax. 


In the hands of the survivor, the basis 
of property previously owned as an estate 
by the entirety, for purposes of depreciation 
and gain or loss on its future sale, is, 
unfortunately, the same as under the old 
law, that is, its original cost to husband 
and wife, not its value at the death of the 
first spouse to die, as in the case of prop- 
erty not so owned. The 1948 law eliminated 
this unfair feature as to community prop- 
erty, but not as to estates by the entirety 
and other types of common-law joint ten- 
ancies with right of survivorship. (Code 
Section 113 (a) (5).) 


Entailed Estates 


An estate tail has been defined by the 
Florida Supreme Court as “a fee conditional 
at common law, limited to certain heirs, 
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to the exclusion of heirs generally—to lineals 
to the exclusion of collaterals.” (McLeod 
v. Dell, 9 Fla. 427, 441.) For example, a 
devise of real property “to my wife and 
the heirs of her body,” would create an 
estate tail in Florida. This estate exists 
only in real property. 


In 1945, estates tail, express or implied, 
were converted by Florida Statutes 689.14 
into “an estate for life in the first taker 
[the wife in our illustration] with remain- 
der per stirpes to the lineal descendants of 
the first taker in being at the time of his 
[or her] death.” 


As the marital deduction will not be 
allowed as to such estates in Florida, they 
should usually be avoided. 


Rule in Shelley's Case 


In 1945, Florida Statute 689.17 abolished 
the rule in Shelley's case, and substituted 
a new rule: 


“The Rule in Shelley’s Case is hereby 
abolished. Any instrument purporting to 
create an estate for life in a person with 
remainder to his heirs, lawful heirs, heirs of 
his body, or to his heirs described by 
words of similar import, shall be deemed 
to create an estate for life with remainder 
per stirpes to the life tenant’s lineal de- 
scendants in being at the time said life 
estate commences, but said remainder shall 
be subject to open and to take in per stirpes 
other lineal descendants of the life tenant 
who come into being during the continuance 
of said life estate.” 


Under this statute life estates (not sub- 
ject to the marital deduction) will be 
created only when the will “purports to 
create an estate for life.’ The language of 
wills in Florida, therefore, will be given 
an ordinary, common-sense meaning, and 
unsuspecting testators will not be deprived 
of their marital deduction arbitrarily by the 
obsolete rule in Sheiley’s case. 


Florida has no state inheritance or estate 
tax in addition to the federal estate tax. 
(Florida Constitution, Article 9, Section 
11; Florida Statutes 198.01-.44.) The state 
receives only eighty per cent of the basic 
federal estate tax. This is still true under 
the 1948 tax law. 


Wills and trusts of Florida residents or 
persons who own property in Florida must 
be carefully reviewed and revised to obtain 
maximum benefits under the 1948 tax law. 


[The End] 
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THE TREND-CYCLE APPROACH 
TO TAX PROBLEMS 


By MELVIN A. ROBIN 


THE AUTHOR, A BUSINESS ECONOMIST OF CHICAGO, 
DELIVERED THIS PAPER BEFORE THE CHICAGO BUSI- 
NESS PAPERS ASSOCIATION AT A RECENT MEETING 





\ ANY BUSINESSMEN have asked term growth phenomenon, either positive or 
me: “What does the economist do? negative, underlying the cycle, and should 
How does he tackle business problems?” transcend one or more cycles. 

The economist is a .student of changes Trends and cycles are the basic consti- 
in business affairs and of the relations tuents of almost all change. The econo- 
between those changing affairs. The busi- St is enabled, through analysis of these 
ness economist has the specific task of two phenomena, to determine the relations 
determining the effect of external, uncon- between external and internal factors, to 
rollable factors on the internal, control- ™ake forecasts and to find better answers 
lable policies of a company, with a view © problems ordinarily solved by guesswork 
to guiding management on a proper path @"d_ hunches. 
toward the tetmee. How is the trend-cycle approach of the 
economic applied to tax problems? 

In passing the excess profits tax law, 


: cous : . Congress chose the years 1936-1939 as 
necessary to break down changes into their yj ormal for all United States corporations. 


important components, represented by two Earnings of any corporation in these years 
key words in the economist’s vocabulary: ¢oyld then be separated from the effect 
“cycle” and “trend.” A cycle represents of high excess profits taxes, which were 
the alternating ups and downs of business applicable only to abnormal, war-induced 
activity, more commonly known to us as_- earnings. However, because it was evident 
booms and depressions. A trend is the long- that many corporations did not have nor- 


In order to discover the relationship of 
the external and internal factors, it is 
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mal earnings in the 1936-1939 base period, 
Congress wrote the law embodied in Sec- 
tion 722 of the Internal Revenue Code to 
give these taxpayers relief, enabling them 


to build up or reconstruct their earnings 
to a higher, normal level. 


Cycle—One subsection of the law has 
come to be known as the economist’s battle- 
ground. It deals purely with cycles. Com- 
panies whose base period earnings were 
depressed because of a cycle varying from 
that of general business are entitled to re- 
construct those earnings on the basis of 
long-term experience in the period of 1922- 
1939. The depressed situation occurs be- 
cause the 1936-1939 base period average 
earnings are below those for the long-term 
period, indicating that these four years are 
in one of the lower phases of the cycle. For 
United States business as a whole, the four 
base period years are in an average or 
middle phase of the cycle. 

There are many types of base period 
depression, but the critical problem of the 
722 cycle case is to prove that the company 
earnings were cyclically depressed. To es- 
tablish this proof, the company must show 
a sales or profit pattern similar to that of 
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its industry. In most cases, the cycle 
factor is strong enough to overcome internal 
company factors and impress a homogene- 
ous pattern on all firms in the industry. 
The strength of this cycle factor is attested 
to by the fact that management can do 
little to stem the tide on a cyclical down- 
turn; by the same token, on the upturn 
the profit-making proclivities of a com- 
pany stem in the main from cyclical motiva- 
tions rather than from management efforts. 


Correlation analysis—The proof of the 
cycle relationship between external and inter- 
nal (industry and company) factors is not 
always easy because of differences in ampli- 
tudes and turning points between the data of 
the corporation and its industry. As a result, 
the economist may use the statistical tool 
known as correlation analysis to bring out 
the relationship necessary to prove cyclical 
depression. A correlation can be demon- 
strated graphically by placing company 
data values on one axis and _ industry 
values on the other. A plot of corre- 
sponding points for each year will give a 
correlation diagram; if all points are close 
to a straight or slightly curved line and 
an increase in one variable is associated 
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with an increase in the other, a significant 
relationship may be indicated. 


The correlation approach is particularly 
helpful when industry data are not avail- 
able, or when a company does not definitely 
know the industry of which it is a member. 
In these cases, it is ncessary to seek out 
the industries to which the company sells 
or from which it buys, the best correlation 
appearing with regard to those industries 
that have the greatest effect on the tax- 
payer’s earnings. When more than two 
factors are involved, the technique of 
multiple correlation or related mathematical 
methods may be required. 

Trend.—This is also important. For ex- 
ample, in the case of the magazine publisher 
of two journals—one for the construction 
industry and one for the heavy machinery 
industry—base period cycle depression can- 
not be found from the total company 
figures. However, an examination of the 
individual sales or advertising revenue sta- 
tistics of the magazines indicates that a 
depressed condition exists with regard to 
the construction journal, and that a strong 
growth trend, on which is superimposed 
a depressed cycle, is in evidence for the 
other magazine. Correction of the trend 
factor will show a company with a clearly 
depressed cycle, for which earnings relief 
should be obtainable. 


This cxample is proof of the very im- 
portant axiom that in any economic prob- 
lem the data must be broken down in order 
to find the relationship between the external 
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and internal factors. Hundreds of 722 
cases fall by the wayside because of failure 
to find the significant components in the 


-data. 


Reconstruction of amount—I have dis- 
cussed the grounds for relief. The recon- 
struction of the amount of relief is just as im- 
portant, and many 722 claims fail because 
equal attention is not given to the grounds and 
the reconstruction. Let us assume that we 
have reconstructed the sales of a cyclically de- 
pressed company, making them the same 
as the long-term average sales level. How 
do we go about determining the normal 
earnings? The simplest method is through 
a correlation of past company total ex- 
penses and sales volume. ‘This provides 
expenses at any level of sales chosen, and 
avoids the errors in many complicated 
reconstructions that treat percentage ex- 
pense relationships as constant and arbitrary 
allocations of expense as Satisfactory. The 
expense-sales correlation line is clearly de- 
lineated in most cases, and the correlation 
chart can also be used to demonstrate break- 
even point, by inclusion of a sales line with 
the expense line. (See graph on page 497.) 


Other clauses—Subsection (b) (4) of Sec- 
tion 722 involves trend. This pertains to 
businesses which have experienced a change in 
character in the base period that has given rise 
to an increased level of earnings, attri- 
butable to that change but not fully re- 
flected in actual base period net income. 
Although this is an earnings growth. or 
trend problem, the cycle factor must not 
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be overlooked; many cases that seem to 
represent growth are actually reflections of 
the upturn of the business cycle in the 
base period following the depression of the 
early thirties. 

To show growth in this case, we must 
again compare the external with the in- 
ternal factors. In some instances we may 
take the ratio of company sales to industry 
sales. If this shows increases over a Sig- 
nificant period, the company is obtaining a 
larger share of the market, and true growth 
is occurring regardless of the cycle varia- 
tions. 


Since all of the subsections of Section 722 
have economic implications, a method of 
attack similar to that already discussed 
is recommended. The interrelation of vari- 
ous subsection of the law make a few 
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words of caution advisable. Those tax- 
payers having 722 (b) 3 cyclical claims 
should also file under Section 722(b)2, 
involving earnings depressed because of eco- 
nomic circumstances; these two subsections 
are frequently inseparable. Those tax- 
payers having 722(b)1 claims, with de- 
pressed earnings resulting from physical 
circumstances such as floods, fires and 
strikes, should also file under Section 722 
(b)2 since economic consequences invariably 
result from such physical changes. 

The next—and the last—tax to be dis- 
cussed is that covered by Section 102 of the 
Internal Revenue Code. This tax is particu- 
larly severe on closely held corporations be- 
cause it is easier to detect a tax avoidance 
motive than in corporations in which stock- 
holdings are widespread. 
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COMPANY SALES VOLUME 


Note: The correlation technique can be demonstrated on arithmetic paper, but the 
double-logarithmic scale employed here is ordinarily more effective, delineating the under- 
lying relationships between variables quite clearly. Thus, the straight line of correlation on 
this chart could be a curvilinear correlation on an arithmetic chart, but it would be difficult 
to be objective in the latter case. 


Trend-Cycle Approach 





United States industry has grown over 
the years largely through plowing back 
earnings, but Section 102 tends to hinder 
this important process by forcing dividend 
payments. Therefore, even though it is 
current in its application, the tax has a 
long-run effect; and a proper defense against 
its ravages must be long-run in conception 
by emphasis on trend and cycle factors. 


D:vidend policy—Since 102 involves the 
vital question of whether to pay out divi- 
dends in the current year, the taxpayer 
should approach it from the viewpoint of 
general financial policy, many implications 
of which may be more important than the 
penalty surtax. In other words, do not base 
dividend decisions on Section 102 alone; 
other factors are frequently more important. 


I suggest a double-barreled approach to 
dividend policy. Since dividend payments 
require the availability of cash and surplus, 
I would examine the long-run history of 
these accounts for indications of future 
needs. If either account is currently defi- 
cient with regard to long-term needs, divi- 
dend payments are clearly not feasible. 


Surplus and Cash Accounts 


Let us examine surplus and cash (in- 
cluding liquid securities and similar assets 
tantamount to cash) accounts for certain 
trend and cycle possibilities: 


Surplus trend. If the graph of surplus 
balances is generally upward, this may 
suggest unreasonable accumulation of pro- 
fits. However, other causes that make 
this accumulation reasonable may be present. 
An excellent tool in determining how sur- 
plus has changed and how it has been 
used with regard to assets and liabilities 
over a period of years is the accountant’s 
statement of the source and application 
of funds. For example, this statement 
will clearly reveal a large fixed asset ex- 
pansion financed out of profits; in this 
case, surplus is really tied up and is not avail- 
able for d‘vidends. 


Surplus cycle—Past experience reveals 
how much the company lost during the 
depression, and sufficient surplus reserves 
should be earmarked to make certain that 
capital deficits or impairment of capital 
will not occur on the next cyclical down- 
turn. 


Cash trend—There may be en indication 
of upward growth in this account as a 
result of profit accumulations. The busi- 
ness may have grown considerably, however, 
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‘cycles. 


and this cash may be required for an 
expanded level of operations. There are 
also cases in which cash is high today 
because receivables are unusually low, many 
buyers with large cash balances paying 
their bills early; a reversion to normal 
practice will cause the absorption of a 
considerable part of that cash, so that 
dividend possibilities may not be as obvious 
as they seemed at first glance. 


Cash cycle—The problem of conversion 
of cash into receivables and inventories is 
very critical with regard to the cash cycle. 
Liquidation of current assests on the down- 
turn of the cycle ordinarily raises cash 
balances to high levels before the gradual 
attrition of operating losses causes decreases 
in that account. Not until the upturn 
of the cycle can the true cash loss be 
determined as the reconversion process 
eccurs. An easier method of measuring 
these cyclical losses is to examine the 
working capital cycle; this will directly 
reflect losses in liquid funds in the bad 
years immediately following the downturn. 


Cash seasonal—Those who have prob- 
lems regarding seasonal needs should also 
make allowance for cash requirements under 
this short cycle—unless bank loans are 
ordinarily used to meet the seasonal re- 
quirements. The seasonal reserve can be 
measured by comparing points of minimum 
cash balance (maximum need) with maxi- 
mum cash balance (minimum need) within 
a number of years, using past experience 
to obtain a typical variation. 


Operating ratios—Many people use various 
operating ratios to indicate needs. This is an 
excellent indicator of cash and surplus require- 
ments as far as trend is concerned, but it must 
be handled with care when the cyclical 
component is examined. Certain ratios in- 
crease in a depression period, so that the 
only valid comparisons are between figures 
in the same relative phase of two business 
In one court case, the judges 
compared 1936 and 1937 cash-sales ratios 
with those applying in 1928 and 1929. Since 
the company had not fully completed its 
cash reconversion into receivables and in- 
ventories, the former ratios were higher, 
reflecting a difference in the segments of 
the cycle compared. However, since the 
taxpayer did not emphasize this point, the 
court decided that the high cash relation- 
ship was excessive, concluded that divi- 
dends had been withheld for the purpose 
of tax avoidance, and consequently applied 
the 102 penalty surtax. 
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Corporate needs—Let us assume now that 
the corporation has examined its various 
needs, which might be listed under one or more 
of the following topics: (1) business expan- 
sion plans; (2) replacement of old buildings 
and equipment; (3) development of a strong 
financial position to offset the risky nature 
of the business; (4) investment in the 
stock of corporations to facilitate the com- 
petitive position of the company; (5) re- 
tirement of outstanding long-term debt; 
(6) development of new processes, products 
or markets; (7) reserve to cover losses 
from feared strikes; (8) reserve for the 
payment of taxes, etc. The various needs, 
which all have trend and cycle implica- 
tions, may be plus or minus, and are 
summated to see whether cash or surplus 
reserves are sufficient in comparison to 
the actual balances of cash and surplus on 
hand. If one account or the other is 
deficient, it is clear that dividends should 
not be paid. 


Profit-and-loss and cash  forecast-—The 
easiest method of tying together the numer- 
ous factors involved in the complicated 
102 problem is to use the profit-and-loss 
and cash forecast, prepared under various 
trend and cycle assumptions. This will 
indicated as well as possible, on the basis 
of the facts at your command, what cash 
and surplus will be on December 31, 1949, 
1950, or as far ahead as you wish to know. 
This will clarify your ideas as to the 
feasibility of paying dividends, and at the 
same time will be advantageous in rounding 
out operating plans for the future. If future 
plans, determined in this dividend policy 
analysis, are seriously thought out, and are 
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carried through (barring unusual circum- 
stances), you need have no fears with regard 
to 102. The important thing is to measure 
your needs, and to take preventive action 
against 102 by going on record with a 
report for the approval of the board of 
directors prior to the end of the taxable year, 
rather than merely to wait for the assessment 
of the penalty tax, when hindsight con- 
siderations regarding needs will be of little 
value. Foresight is the keyword for success- 
ful preparation to meet’ the threat of 
Section 102. 


If the analysis of financial and oper- 
ating policy leads to the conclusion that 
dividends are necessary, by all means pay 
them. You may thereby avoid penalties 
in other years in which you were not 
prepared to make those payments. But be 
careful about taking that final step. Carry- 
backs are not present in this law, and a 
decision made today in view of future un- 
certainties may affect a corporation for 
many years to come. 


In the case of one company whose 102 
problem was investigated, I found that ex- 
tremely liberal divdend policies in the 
twenties were the primary cause of a severe- 
lv depleted cash position by the time of 
the cyclical upturn in the middle thirties. 
Although cash had increased to record 
levels after the downturn in 1929, operating 
losses had taken their toll; and the need 
to reconvert receivables and inventories as 
volume increased in 1936-1939 reduced the 
company cash balances to deficit levels. 
This situation was aggravated by the fact 
that a vicious competitive situation existed 
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in the particular industry. It is not until 
today, almost twenty years after the period 
of high dividend payments, that the com- 
pany is finally recouping its working capital 
losses as a result of the current abnormally 
high postwar demand. 


Conclusion 


The economic approach is not a difficult 
one in most cases. It must be employed 
with common sense and imagination, re- 
quiring an understanding of the changing 
pattern of events, and avoidance of the 
static method of thinking which does not 





appreciate the relative sense of values, but 
deals only in today’s absolutes. 


The ultimate aim of the economic 
approach is to eliminate the uncertainties 
that plague all business activity. Generaliz- 
ing from the specific tax questions outlined 
above to other problems, this means re- 
ducing the random and unpredictable ele- 
ment in business affairs to a minimum 
through trend-cycle considerations. Those 
variables which are always so elusive in 
planning business operations will shed a 
new light after being exposed to the eco- 
nomic cycle and trend treatment. 


{The End} 





WORK OF THE KENTUCKY GENERAL ASSEMBLY 


The Kentucky General Assembly enacted several measures affect- 


ing the general organization of the state government. 


Probably the 


most significant of such statutes were those providing for a Department 
of Economic Security—a consolidation of the Unemployment Com- 


pensation Commission, the Employment Service, and the Welfare 
Department Agencies administering public assistance and child wel- 
fare; a commission to control the state building program, whether in 
corporate agencies, such as the University of Kentucky, or directly 
operated agencies, such as the state penitentiaries—but not including 
state Highway and Economic Security Departments; and a state police 


force. 


The Legislative Research Commission was reorganized under 


conditions favorable for a useful future—James W. Martin 
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Merit Rating 











and Tax-Free Transfers and Reorganizations 


By JESS J. LAPPNER . . . NEW YORK CITY ATTORNEY AND FACULTY 
MEMBER OF SETON HALL COLLEGE ... THE LOSS OF MERIT RATING 
CAN AMOUNT TO A SIZABLE SUM FOR LARGE ENTERPRISES WITH 


SUBSTANTIAL PAYROLLS... . 


EK FFORTS to effect tax savings by sep- 
4 arating large enterprises into their various 
units and functions under new corporate 
ownership, either through the “tax-free 
transfer” or through “reorganization” pro- 
cedure,’ have resulted in a loss of unemploy- 
ment compensation merit rating for many 
established business firms under the various 
state unemployment compensation acts.’ For 
large enterprises with substantial payrolls, 
this loss can amount to a sizable sum. 


Practically all unemployment compensa- 
tion acts provide for merit rating or reduced 
contribution plans, which reward employers 
having a low labor turnover by permitting 
them a small contribution rate, ranging from 
5 per cent to 1.3 per cent. On the other hand, 
employers with a high labor turnover are 
penalized to the extent of this differential, 
and are required to pay the full tax of 2.7 
per cent; in some instances, they are as- 
sessed a rate as high as 3.6 per cent.’ For the 
most part, contribution rates vary according 
to the ratio between payments out of the 
unemployment compensation fund in bene- 
fits to employees and payments into the fund 
by the employer. This ratio is characterized 
as the employer’s employment experience, 
and the rate based on it is referred to as his 
merit rating. These plans, enacted as an 


1 Code Section 112 (b) (3, 4 or 5). 

* Alabama Code of 1940, Section 185 (D and 
E); Georgia Unemployment Compensation Law, 
Section 7 (c) (7); Illinois Unemployment Com- 
pensation Act, Section 18 (c) (6); Iowa Em- 
ployment Security Law, Section 96.7 (7) (b); 
Massachusetts Employment Security Law, Sec- 
tion 14 (c); Michigan Unemployment Compen- 
sation Law, Section 22 (a); Ohio Unemployment 
Compensation Act, Section 1345-4 (c) (2). 

Colorado Employment Security Act, Section 
7 (ec) (3) (B); New Mexico Unemployment Com- 
pensation Law, Section 57-807 (c) (7) (D); 
South Carolina Unemployment Compensation 
Law, Section 7035-87(f). 


Merit Rating 


incentive to the reduction of labor turnover, 
provide the competent manager with a sub- 
stantial tax saving. For example, the differ- 
ence between a rate of .5 per cent and 2.7 
per cent on an annual payroll of $500,000 is 
$11,000, a worth-while savings in these days 
of high costs and taxes. 


Strict Construction of Statutes 


This problem usually arises when a cor- 
poration or other business firm splits its 
business into several legal entities.* Although 
it would be logical to assume in the case of 
a “tax-free transfer” * or a “reorganization” ° 
that the same labor and industrial policies 
which resulted in a low merit rating would 
continue because of the same ownership and 
control, the various state labor or security 
commissions believe otherwise.” Generally, 
these commissions strictly construe the un- 
employment compensation statutes, and hold 
that these newly created successors cannot 
succeed to the merit rating of their predeces- 
sors* but are compelled instead to pay the 
full contribution rate of 2.7 per cent. This 
rate must be contributed for a period of 
three years before the employer’s reserve ac- 
count or experience can be used to establish 


*Colorado Department of Employment Secu- 
rity, Regulation No. 27; EHlqueeno Distributing 
Company et al. v. Christgau, etc., 21 N. W. 
(2d) 601; Neds Auto Supply Company v. Michi- 
gan Unemployment Compensation Commission, 
20 N. W. (2d) 813. Decisions not reported: In 
re Davenport-Abrahams Brothers, Inc., Iowa 
Employment Security Commission; In re Aurora- 
Abrahams Brothers, Inc., Illinois Department 
of Labor; In re Evansville-Abrahams Brothers, 
Inc., Review Board, Indiana Employment Se- 
curity Board. 

5 Code Section 112 (b) (5). 

6 Code Section 112 (b) (3 or 4). 

7 See footnote 4, supra. 

8 Ibid. 





a new reduced merit rating.® The additional 
tax burden can be readily ascertained by 
computing the additional contributions for 
one year and multiplying that figure by 
three years. In the above example, the suc- 
cessor to a business that enjoyed a rate of 
.5 per cent would have to pay an additional 
$33,000 (three years multiplied by $11,000) 
of unemployment compensation tax con- 
tributions before the successor could qualify 
to receive the merit rating of .5 per cent en- 
joyed by the predecessor. 


This seems highly inequitable and con- 
fiscatory in view of the fact that it is the 
usual practice for most of these reorganized 
entities (1) to continue operations without 
interruptions at the same location; (2) to 
use the same personnel; (3) to operate 
under the same management, labor and re- 
tail or industrial policies; and (4) to main- 
tain the same centralized control and 
ownership. This increase of rate, however, 
applies only in the instance of a transfer 
to several new entities. If, under the various 
state laws, one or more predecessors trans- 
fer substantially all of their business to a 
single legal entity, the merit rating can be 
passed over,” and there is no additional pay- 
roll tax burden. 


Typical Provisions 


The different statutes setting forth the 
requirements for succession to merit rates 
vary, as a general rule, in accordance with 
the following quotations from the statutes 
of the States of Illinois and Michigan, re- 
spectively: 


“Whenever ... any employing unit suc- 
ceeds to substantially all of the employing 


enterprises of another employing unit, then 
11 


“(1) That an employer has acquired the 
organization, trade or business, or substan- 
tially all the assets thereof, of a predecessor 
employer, which at the time of such acquisi- 
tion was an employer subject to this act, 
and immediately after such acquisition sub- 
stantially all the employing enterprises of 
such predecessor employer are continued 
solely through the employer which has ac- 
quired such organization, trade or business. 


*See CCH Unemployment Insurance Reports 
7 502-551. 

10 Provided for in practically every state un- 
employment compensation statute. See CCH 
Unemployment Insurance Reports. 

11Tilinois Unemployment Compensation Act, 
Section 18 (c) (6). 
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“(2) That a change in the legal entity or 
form of an employer has been effected by a 
change of ownership, reincorporation, and 
immediately after such change substantially 
all the employing enterprises of such pred- 
ecessor employer are continued solely 
through a single employer as_ successor 
thereto ....” (Italics supplied.) 


According to these statutes, the merit rat- 
ing of a predecessor passes over whenever 
an employing unit transfers substantially 
all its business, trade, employing enterprises 
or assets to another employing unit. This 
has been interpreted to mean that the suc- 
cessor must be a single employing unit,” 
so that whenever the transfer is made to 
several new employing units, the adminis- 
trative boards of the various states generally 
rule that there has been no compliance with 
the statute.” 1 


Such an interpretation seems very techni- 
cal and arbitrary. In one instance, it has 
been stated to the writer, in explanation, 
that the reason for this ruling is the fear 
that the portion of the statute concerning 
merit rating will be rejected by the Federal 
Commission for Social Security, under Sec- 
tions 1602 and 1603 of the Internal Revenue 
Code, if provision is made for passing on 
the merit rating of a predecessor in the 
event of transfer of the predecessor’s busi- 
ness, trade, enterpr:se or assets to several 
successors.” 


Exceptional Laws 


In the opinion of the writer, there is no 
basis for this fear. Nothing in these sections 
of the statute forbids a transfer of a predec- 
essor’s business to several new entities, any 
more than the transfer to a single entity is 
forbidden. As a matter of fact the federal 
statutes are completely silent as to succes- 
sors-in-interest. A more definite proof of 
the lack of justification for this fear is the 
fact that in California, Pennsylvania and 
Wisconsin, the unemployment compensation 
laws permit the transfer of a “distinct and 
severable portion” of a business carrying 
with it the merit rating and experience of 
the predecessor.” 


122 Michigan Unemployment Compensation Law, 
Section 22 (a) (1) (2). 

13 See footnote 4, supra. 

14 Ibid. 

15 Correspondence regarding Davenport-Abra- 
hams Brothers, Inc., from General Counsel's 
Office, Iowa (May 2, 1946). 

16 California Unemployment Insurance Act, 
Section 41.5; Pennsylvania Unemployment Com- 
pensation Law, Section 301 (g); Wisconsin Un- 
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Although there is no indication that the 
California statute, which became effective 
on September 17, 1947, has been ruled upon 
by the Federal Commission for Social Se- 
curity, the Pennsylvania and Wisconsin 
statutes, which became effective prior to 
1946, were approved by this commission 
under the authority of Sections 1602 (a) and 
(b) (1) of the Internal Revenue Code on 
December 31, 1946.” 


Of course, there may be administrative 
dificulty in calculating the reserves and ex- 
perience to go with each portion of the 
predecessor that is severed; but this should 
not cause a denial of relief to such succes- 
sors-in-interest. This computation did not 
present an insurmountable difficulty to the 
California, Pennsylvania and Wisconsin 
Legislatures; if it is feasible to them, it 
certainly should not be a problem to others. 


lowa, Illinois and Indiana Cases 


The writer had the opportunity to test 
the unemployment compensation statutes in 
lowa,*® Illinois® and Indiana™ in rela- 
tion to this problem. The facts were the 
same in all states, and involved the separate 
incorporation of distinct and severable units 
of a predecessor. 


(Footnote 16 continued) 


employment Reserves and Compensation Act, 
Section 108.16 (8), and Rule 54 of the Rules of 
the Industrial Commissioner. 


The Indiana Legislature has radically amend- 
ed its law, effective April 1, 1947, relative to 
such transfer. Now a successor can acquire 
the merit rating of a predecessor if only a 
“part of the organization, trade or business of 
one or more other employers is transferred.’’ 
Indiana Employment Security Act, Section 1007. 

The Minnesota Legislature also has recently 
liberalized its law relative to a transfer of a 
predecessor’s rate to a successor. It would seem 
that in the case of a break-up of a large enter- 
prise into several employing units, the merit 
rating would pass to the new units, provided 
the employment activities of the predecessor 
continued. Minnesota Employment and Security 
Law, Section 268.06, subsection 22; approved 
by the Acting Commissioner for Social Security, 
12 Federal Register 5480. 


" Federal Register Document 47-92, 12 Federal 
Register 91. 


8 In the Matter of the Appeal of Davenport- 
Abrahams Brothers, Inc. and Waterloo-Abra- 
hams Brothers, Inc. from their Established Rate, 


before the Iowa Employment Security Com- 
mission. 


In the Matter of the Application by Aurora- 
Abrahams Brothers, Inc. for Review of Rate 
Determination by Robert L. Gordon, Director 
of Labor, before the Department of Labor, 
State of Illinois, under No. 46-RH-21. 


In the Matter of Evansville-Abrahams Broth- 
ers, Inc., before the Review Board, Indiana 
Employment Security Board. 


Merit Rating 


A low merit rating had been enjoyed by 
the predecessor, but in each of these states 
the commission refused to transfer this rate 
to the different successors on the ground 
that the transfer was not being made to a 
single employing unit. In Iowa and Indiana, 
appeals were taken on stipulations of fact 
and memoranda of law. The situation in 
each state permitted a novel approach since 
in each instance the bulk of the transfer— 
assets and employees—was to one large unit 
that dwarfed the transfer to the other unit. 


Two arguments based upon the stipulated 
facts were pressed. First, it was contended 
that since the predecessor owned and con- 
trolled the successors through stockhold- 
ings, the same ownership continued in a new 
legal form, for which reason the merit rat- 
ing should be carried over. Second, it was 
pointed out that the transfers were stag- 
gered, so that at the time of the last trans- 
fer, which happened to be to the largest 
unit, the predecessor owned only the busi- 
ness turned over to this large unit, and thus 
made a transfer of substantially all of the 
employing enterprise it then owned to a single 
employing unit. 

’ On appeal, the commission in each of 
these states denied the first argument but 
granted the second—with the net result 
that each of the large units in Indiana and 
Iowa was permitted to use the contribution 
rate of its predecessor.” 


Common Control and Ownership 


Because of the organizational setup in IIli- 
nois, greater advantages could be secured by 
pursuing the first argument. For this rea- 
son, the petitioning corporations, in addition 
to presenting the second argument about the 
“staggering” of transfers, more extensively 
developed the first line of reasoning relative 
to common control and ownership. In their 
appeal to the Illinois Department of Labor 
they made the following points: 


(a) The corporations succeeding to the 
business of the predecessor were owned and 
controlled by the same interest and should 
be treated as a “single employing unit.” 


(b) The corporations succeeding to the 
business of the predecessor were units of a 
chain store type of organization; and since 
there was common control and uniformity 
of operation, they came within the meaning 


21The Indiana Legislature has amended this 
section of the law subsequent to this appeal 
(see footnote 16, swpra), under which amend- 
ment its decision might have been in favor of 
the appellant for all units in the state. 


503 





of “type of organization,” defined in the 
statute as an “employing unit.” 


(c) If, as provided under the act, sep- 
arate entities controlled by the same inter- 
ests are combined and treated as a “single 
employing unit” to impose liability, it would 
be inequitable to deprive similar units of 
the benefits of succeeding to the merit rat- 


ing of a predecessor by holding them to be 
separate units. 


(d) The intent of the act is to benefit 
employers who give continuous employment 
to their employees. It would destroy the 
spirit of the statute if, solely because of a 
change of legal entity, such employers lost 
the rating they had earned, when the same 
ownership and control remained. 


All of these arguments were submitted 
in an effort to overcome the unfortunate 
wording of the Illinois statute,” which on 
its face seems to permit succession to the 
merit rating of a predecessor only if a total 
transfer of a business is made to a single 
employing unit. If this is the true interpre- 
tation of the legislative mind, and the merit 
rating cannot be passed on to a group of 
successor units, even though they are owned 
and controlled by the same units, it is com- 
pletely antithetical to the elementary con- 
cepts of business, which hold that control 
follows ownership. And according to these 
concepts, it does not matter whether such 
ownership operates through one, ten or a 
hundred entities. As long as the same inter- 
ests control each separate unit, most busi- 
nessmen consider them part and parcel of 
the same operation. Under such a theory, 
these units would be entitled to succeed to the 
merit rating of a predecessor since they are 
fused into a single enterprise by control 
and ownership. Furthermore, such an inter- 
pretation of the act would be at variance 
with one of its principal features, that is, the 
reward of a low merit rating to an employer 
with a low labor turnover. 


The highest court in the State of Illinois 
has endeavored to interpret the statute, and 
has ruled on this issue in cases involving the 
continuity of partnerships for merit rating 
purposes when new partners were added and 
old partners resigned. In its interpretation 
of the statute the court has stated, in gen- 
eral terms, that the law is concerned with 
the actual ownership of the business unit 
or enterprise and not with the technicalities 
of partnership or corporation law.* In a sim- 
ilar case the same court stated, in part, “that 


22 See footnote 11, supra. 
23 Lindley v. Murphy, 387 Ill. 506, 515. 
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the enterprises or units which economically 
and im reality constituted but a single busi- 
ness shall be deemed a single employer”. 
Paradoxically, the Illinois Unemployment 
Compensation Act contains provisions * the 
main purpose of which is to bring within 
its scope small units with insufficient em- 
ployees to establish liability under the act. 
To accomplish this purpose, the statute pro- 
vides that control of these units by the same 
interests, either directly or indirectly, is 
is sufficient to make the units subject to the 
act as one large organization. Although the 
position to create liability should be just as 
valid to create benefits, the Department of 
Labor of the State of Illinois and many of 
the administrative bodies in other states dis- 
regard this logic.™ 


Employing Unit 


The section of the Illinois statute con- 
trolling merit ratings does not use the 
phrase “single employing unit.” It refers 
solely to a transfer from “any employing 
unit” to “another employing unit.” ™ 


Another section of the statute, however, 
defines employing unit as follows: 

“(d) ‘Employing unit’ means any inidi- 
vidual or type of organization including any 
partnership, association, trust, estate, joint- 
stock company, insurance company, or cor- 
poration, whether domestic or foreign, or 
the receiver, trustee in bankruptcy, trustee 
or successor thereof.” * 


While this section of the statute defines 
employing unit as either an individual, part- 
nership, corporation, trust or other form 
of entity as set forth in the section, it also 
defines it as a “type of organization.” The 


*% Karlson v. Murphy, 387 Ill. 436, 447. 
23 Section 2 (e) (5). 


26 See footnote 4, supra. Recently, however, 
in the State of Maryland the Superior Court 
overruled the Board by holding that two new 
corporations taking over the wholesale and re- 
tail functions of an individual’s business suc- 
ceeded to his merit rating. Hddie’s Super 
Market, Inc. v. Maryland Unemployment Com- 
pensation Board [CCH Unemployment Insur- 
ance Reports { 8086], Superior Court of 
Baltimore City (1947). 


In Lindley v. Murphy, supra, the court stated: 
‘“‘The same reasons for holding the enterprises, 
under such situation, as a single employing unit 
requires that they be deemed a single unit 
under Section 18 (c) (6)."" Section 18 (c) (6) 
provides for the succession to a merit rating. 

27 Tllinois Unemployment Compensation Act, 
Section 18 (c) (6). 

2 Ibid., Section 2 (d). This definition is gen- 
erally used in most of the unemployment poo 
pensation acts of the various states. See CC 
Unemployment Insurance Reports. 
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phrase “type of organization” is not limited 
to or thought of as a single entity. In most 
instances it is held by economists and busi- 
nessmen to mean any systematic grouping 
of entities, whether they be corporations, 
partnerships or other business forms, bound 
together by control and organized working 
together for a common end.” 


The word “organization” is used most 
often to describe multiple units, usually cor- 
porations, that have been organized into a 
closely knit enterprise. In business and in- 
dustry there are so many examples of 
“types of organizations” controlled through 
corporate structures by stock ownership that 
the phrase “type of organization” has come 
to mean a group of entities (in most in- 
stances corporate) centrally controlled 
through stock ownership. If this is the 
meaning, and if the opinion in Karlson v. 
Murphy, supra, gives judicial weight to such 
a holding, it may be assumed that the Illi- 
nois Legislature intended that a transfer to 


several units controlled by the same inter- * 


ests and functioning as an organization is a 
transfer to a single employing unit entitling 
these units to the merit rating of the prede- 
cessor, 


In the appeal before the Illinois Depart- 
ment of Labor the arguments revolving 
about common control and ownership were 
rejected. However, the Department permit- 
ted the last corporation succeeding to the 
assets of the predecessor to secure its merit 
rating.” A further appeal was taken to the 
Circuit Court of Cook County, where the 
decision of the Department of Labor of 
the State of Illinois was reversed. The court 
held that all of the petitioning corporations 
owned and controlled by the same interests 
were to be treated as a single employing unit, 
and that as such they should succeed to the 
low merit rating of their predecessor.” 


Transfer to Different Ownership 


Difficult as it may be to establish the 
right of several successors to a predecessor’s 
merit rating when there is a continuity of 
the same ownership and control, the prob- 
lem becomes more complex when a transfer 
of a severable portion of a business is made 
toa different ownership. Although the stat- 





* Encyclopedia of Social Science, Vol. 11, p. 
484; Funk and Wagnalls New Standard Dic- 
tionary. 

%® See footnote 19, supra. 

 Aurora-Abrahams Brothers, Inc. v. Depart- 
ment of Labor of the State of Illinois, No. 
47C245, Circuit Court of Cook County. 
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utes of several states now permit a transfer 
of a “distinct and severable” part of a busi- 
ness, together with the experience and merit 
rating allocable to such portion of the busi- 
ness transferred, without requiring the same 
ownership and control,” the statutes of the 


majority of other states do not provide for 
such a transfer.® 


If the main purpose of the merit rating 
provisions of the unemployment compen- 
sation acts of the various states is to reward 
competent management with a low contribu- 
tion rate, the emphasis in any such transfer 
should be placed on the continuity of the 
Same management and not upon the con- 
tinuity of the same ownership. In large or- 
ganizations many factors contribute to the 
efficient handling of employees from the 
viewpoint of unemployment and labor turn- 
over. Some of these factors are wages, con- 
ditions of employment, employee-management 
relations and successful business operation, 
all of which originate with and are carried 
out by managers or agents of the owners. 


The transfer of a “distinct and severable” 
part of an organization should carry along 
with it the same factors that resulted in 
either a low or a high unemployment com- 
pensation contribution rate. Usually, in the 
case of these large organizations, the stock- 
holders, often numbering in the thousands, 
the owners in the final analysis, rarely par- 
ticipate in management, so that it is unim- 
portant whether the same interests own the 


part that is severed from the parent or- 
ganization. 


It is logical, therefore, to assume in such 
a transfer that there will be a continuity of 
the same factors that were instrumental in 
establishing a low merit rating for the unit 
transferred. As long as the unit is severable, 
distinct and able to function by itself, there 
is no reason why it should not keep the 
benefits of a low merit rating. 


In view of the present trend of legally 
separating large organizations into their 
component parts under corporate ownership 
while retaining ownership and_ control 
through stockholdings, it would be sound 
tax policy for the several states to enact 
new legislation, in the pattern of the Cal- 
ifornia, Pennsylvania and Wisconsin unem- 
ployment compensation statutes, to permit 
the passing of a merit rating to one or more 
new legal entities succeeding to “distinct 
and severable portions” of a predecessor’s 
business enterprise. [The End] 





82 See footnote 16, supra. 
** See CCH Unemployment Insurance Reports. 
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Taxing Corporations as Partnerships 


By 


JAMES W. DEVINE, JR. 


AN ANALYSIS OF THE PARTNERSHIP METHOD OF TAXATION AS 
APPLIED TO INCORPORATED AND UNINCORPORATED BUSINESSES 


T HE APPLICATION of the partnership 
method of taxation, in modified or un- 
modified form, to incorporated business is a 
stimulating idea. Its re-emergence in the 
past few years is due particularly to the cry 
for some special measure to equalize taxes 
on small businesses, incorporated or unin- 
corporated. Speculation as to the practica- 
bility of this method has been so aroused 
that the idea was given thorough attention 
recently by the Division of Tax Research, 
United States Treasury Department, in a 
study entitled Taxation of Small Business. 
(Press Service No. S-515, October 29, 1947.) 


This article was written prior to the issu- 
ance of the Treasury study. While we shall 
touch upon the application of the partner- 
ship method to new, small businesses, our 
purpose is to consider the method not only 
in relation to this type of business but also 
in relation to any incorporated business. In 
all probability, broad application of the idea 
would raise constitutional objections. These 
objections have been taken into account in 
_ applying the idea to any incorporated busi- 
ness, large or small. 


Fundamentally, there is nothing novel in 
the proposal to treat corporations as part- 
nersh'ps for tax purposes. The Revenue Act 
of 1864'* provided: 


“Gains and profits of all companies whether 
corporations or partnerships shall 
be included in estimating the annual gains, 
profits, or income of any person entitled to 
the same, whether divided or otherwise.” 


The taxation of shareholders as partners 
was given a great deal of consideration dur- 
ing the Hearings on the Revenue Act of 1936 
by the House Ways and Means Committee.’ 


113 Statutes 218, 282, Chanter 172. 
274th Congress, 2n1 Sesvion, pp. 96-98, 321. 
745. 


In 1937, the Twentieth Century Fund Com- 
mittee on Taxation® proposed what was 
termed an “inventory plan” of taxation: 


“In place of the undistributed profits tax, 
individuals [would] be required to value 
their shareholdings each year and enter the 
plus or minus difference in their personal 
income tax returns. In practice, the corpo- 
ration would be required to report to its 
shareholders the percentage change in book 
value of each share during the year, and the 
stockholder would then be required to ad- 
just the value declared the year before up or 
down by that percentage.” 


There are doubtless some reasons which 
might make it desirable to tax corporate 
undistributed net income in the same man- 
ner as partnership income is taxed. The 
chief contribution of this method would be 
the elimination of double taxation of dividends. 


The constitutionality of such a proposal 
would depend to a great extent upon the 
manner in which any legislation seeking to 
accomplish the result is framed. The type 
of corporation affected by the legislation 
might also be decisive of the statute’s suc- 
cess or failure. Whether the method adopted 
for certain types of corporations, although 
constitutional, would be feasible for others, 
must also be considered. Again, the method 
adopted might be clearly constitutional but 
so impracticable as not to warrant serious 
consideration. 


Compulsory or Optional Legislation | 


Tt is obviously impossible to predict with 
assurance whether the Supreme Court would 
uphold a compulsory measure placing the 
shareholders of all corporations on the same 
footing as partners with respect to corporate 


undistributed net income. To sustain such 


3 Facing the Tax Problem, pp. 477-482. 


Mr. Devine is a tax consultant, New York City 
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an act, the Court would have to do one of 
two things: either discard what has been 
termed “the most conclusively established 
proposition in law, the theory of separate 
corporate entity,” * or expand its definition 
of income as laid down in the case of Eisner 
vy. Macomber:*® 


“A gain, or profit, something of exchange- 
able value, proceeding from the property, 
severed from the capital, however invested 
or employed, and coming in, being ‘derived’ 
—that is, received or drawn by the recipient 
[the taxpayer] for his separate use, benefit 
and disposal—that is, income derived from 
property.” 

In the same case, it was said that a stock 
dividend (common on common) resulted in 
no realization of profits to the stockholder 
inasmuch as the “essential and controlling 
fact is that the stockholder has received 
nothing out of the company’s assets for his 
separate use and benefit.” In his dissenting 
opinion, Justice Brandeis stated: “No rea- 
son appears why Congress, in legislating un- 
der a grant of power so comprehensive as 
that authorizing the levy of an income tax, 
should be limited by the particular view of 
the relation of a stockholder to a corpora- 
tion and its property which may, in the ab- 
sence of legislation, have been taken by this 
court. But we have no occasion to decide 
the question whether Congress might have 
taxed to the stockholder his undivided share 
of the corporation’s earnings.” 


Should an act which obtained just results 
by taxing a shareholder on his undivided 
share of corporate earnings be passed, the 
Supreme Court might logically hold that it 
would be inequitable not to disregard the 
entity doctrine. 


Dreyfuss Case 


In addition to those cases involving tax 
evasion and fraud, the separate entity doc- 
trine may be disregarded also in cases in 
which to abide by it would be inequitable.° 
The case of Dreyfuss v. Manning (see foot- 
note 6) bears men'’ion as an ex-mnle of the 
court’s taking advantage of its authority to 
look behind the corporate veil to ascertain 

‘See George E. Holmes, Federal Taxes (6th 
Ed.), p. 226. See also Peterson v. Chicago Rock 
Island & Pacific Railway, 27 S. Ct. 513; Conley 
v. Matheson Alkali Works, 23 S. Ct. 728; Pull- 
man Car Company v. Missouri Pacific Company, 
6S. Ct. 194, 

rf 1 ustc J 32] 252 U. S. 189 (1920). 

° Eisner v. Macomber, supra; Dreyfuss v. 
Manning [42-1 ustc { 9399], 44 F. Supp. 383 
(DC N. J., 1942), appealed by Commissioner. 
In these cases it was decided that it would be 
equitable to abide by the separate entity theory. 
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what a shareholder’s rights really are and 
to determine by reference to those rights 
whether, as an individual, he has received 
taxable income by virtue of his stockholdings. 
In the Dreyfuss case, X, owner of all the 
stock of Y, a personal holding company, 
sought to avoid the payment of the tax on 
the undistributed net income of personal 
holding companies (1936 Act) by causing 
the personal holding company to issue newly 
authorized preferred stock. Because as sole 
stockholder he had received all the preferred 
stock issued, his proportionate interest in 
the corporate entity was unchanged so that 
the dividend was, as a matter of fact, tax 
free. In 1940, the Commissioner redeter- 
mined X’s income tax, and alleged that the 
receipt of the preferred stock constituted 
income to X." While no reliance may be 
placed upon the Supreme Court’s disregard- 
ing the separate entity view, indication that 
the Court may be receptive to legislation 
taxing shareholders on their individual 
shares of corporate earnings (not necessarily 
by means of the partnership theory) is found 
in Justice Jackson’s remarks in the majority 
opinion in Helvering v. Griffiths :* 


“Tt should be observed that the ques- 
tion of the constitutional validity of Eisner 
v. Macomber is plainly one of the first 
magnitude, but this is not to say that it 
is presented in this case. Under our judicial 
tradition, we do not decide whether a tax 
may be constitutionally laid until we find 
that Congress has laid it. . . . We cannot 
find that Congress did.” 


It is noteworthy that Justice Jackson 
demonstrated that Congress had often be- 
fore passed legislation previously declared 
unconstitutional in order that the Court might 
reconsider it. His remarks were, in my 
opinion, pointed and pertinent. 


Also of interest are Congressman Lewis’s 
remarks at the Hearings on the Revenue 
Act of 1936 before the House Ways and 
Means Committee.® The public did not fully 
understand, he concluded, that the round- 
about device of compelling distribution of 
the real income of a corporation to share- 
holders by means of an undistributed profits 
tax, so that the shareholders might be called 
upon to pay taxes, was due to the Eisner 


7It was gathered from the case that X did 
succeed in avoiding payment of the tax on the 
undistributed net income of the personal hold- 
ing company for the year 1936. The District 
Court held that X did not receive taxable 
income. 

8 [43-1 ustc 1 9319] 318 U. S. 371 (1943). This 
was a five-to-three decision, with one justice 
not participating. 

® 83 Congressional Record 3125. 
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case. It was believed by many persons that 
the Eisner case prohibited the taxation of 
undistributed profits to stockholders. As a 
result, we cannot, in Congressman Lewis’s 
opinion, do in the United States what is done 
with regard to undistributed profits in 
England.” 


A colloquy between Congressman Lewis 
and Ellsworth C. Alvord during the House 
Hearings on the Revenue Act of 1938 de- 
serves attention here.“ Mr. Alvord at the 
time represented the Committee of Federal 
Finance, Chamber of Commerce of the 
United States. Mr. Lewis put the following 
question to Mr. Alvord: 


“T am a little curious to know why voices 
as influential as yours, or especially as the 
voice of your clients—I read all their re- 
ports, profit by them, I am glad to say— 
have never been raised asking for a reversal 
of that decision [the Eisner case] so that 
we can go back and tax shareholders nor- 
mally as we do other individuals and partners.” 


Supreme Court Viewpoint 


It is difficult to understand why no Con- 
gressional action has been taken to remove 
the obstacle of the Eisner case. Whether 
the present Supreme Court would be re- 
luctant to make a further exception to the 
occasions upon which it has disregarded the 
separate entity theory by deciding that no 
manifest inequity would result in declaring 
such proposed legislation unconstitutional, 
depends upon its present viewpoint as to 
the justice of the results to be obtained. 


The Court might choose the other alter- 
native of broadening its definition of income 
as advanced in the Eisner case to include in a 
shareholder’s income the undistributed earn- 
ings of the corporation. Considerable space 
and time would be required to trace the many 
decisions which have gradually broken down 
the Eisner concept of income. Generaliza- 
tions will. be resorted to for the most part. 
It has been stated * that the meaning of the 
term “income” is not static but elastic; that 
the Eisner definition of income, the strict 


%In England, although the tax on. undis- 
tributed earnings is borne by the taxpayer, the 
corporation acts as the agency for the payment 
of the tax, the stockholder receiving credit on 
his personal tax for the sum paid, with ad- 
justments later when the earnings are distrib- 
uted as dividends. While this is similar in 
Many respects to the partnership method, the 
true partnership method would require the part- 
ner personally to pay the tax. 

11 Pp. 505-506. 

122 Mertens, Law of Feder« 
{ 5.03, pp. 160, 161. 
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Income Taxation, 


test of cash realization, has been used only 
as a guiding principle. Changes in our eco- 
nomic and political life have developed new 
theories, two examples of which are the ex- 
pression of the accrual method of account- 
ing and the application of the doctrine of 
constructive receipt. For those on a cash 
receipts basis, gain is usually realized by 
the receipt of cash; but, as stated in Helver- 
ing v. Bruun,® “the realization of gain need 
not be in cash derived from the sale of an 
asset. Gain may occur as a result of ex- 


change of property, payment of the tax- 
payer’s indebtedness, relief from liability, or 
other profit realized from the completion of a 
transaction.” (Italics supplied.) 


Bruun Case 


In Helvering v. Bruun, the lessor of land 
upon which a lessee had erected a new 
building was taxed upon the difference be- 
tween the fair market value of the new 
building and the unamortized cost of the old 
building in the year in which he repossessed 
the land and building. To justify such a 
holding under the circumstances, the Supreme 
Court was forced to abandon the segrega- 
tion test set forth in Eisner v. Macomber for 
determining when income is realized. Un- 
der the peculiar facts of the Bruun case, a 
just result was obtained. The land and 
building were reduced to possession; and it 
would have been inequitable for the Court 
to have applied the principle that for tax- 
able gain to be realized, the improvement 
begetting the gain should be severable from 
the original capital. The segregation test 
was not used in two other cases * in which 
the proportionate interest test (Eisner v. 
Macomber) was applied. As a result, it is 
widely believed that the Court has discarded 
the segregation test for all intents and pur- 
poses. That realization of income is not 
satisfied where property has merely appre- 
ciated in value, is a well-rooted judicial 
concept.” It is opposed to the theoretical 
concept of a net accretion in one’s economic 
strength, as advanced by Professor Haig.” 
Property appreciated in value in the Bruun 
case; but there was, in addition, the com- 
pletion of a transaction. 


13 [40-1 ustc J 9337], 309 U. S. 461 (1940). 

% Helvering v. Koshland [36-1 ustc { 9294], 
298 U. S. 441; Helvering v. Gowran [37-2 ustc 
§ 9571], 302 U. S. 238. 

% Lynch v. Turrish [1 ustc 918], 247 U. S. 
221; Lynch v, Hornby [1 vustc § 20], 247 U. S. 
339; Hisner v. Macomber, supra. 

16 “‘Concept of Income,’’ Columbia University 
Lectures, I, p. 1. ‘‘ ‘Income’ is the net accre- 
tion to one’s economic strength in a given 
period.’”’ 
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Realization as applied to corporate cash 
dividends is defined in Regulations 111, 
Section 29.42-3: 

“Dividends on corporate stock are subject 
to tax when unqualifiedly made subject to the 
demand of the shareholder. In most cases 
this would be the time when the dividend 
is payable.” (Italics supplied.) 


Avery Case 


The question as to when a dividend is 
“unqualifiedly made subject to the demand 
ot the shareholder” has been answered by 
the Supreme Court decision in Avery v. Com- 
misstoner," which is the basis for the above 
regulation. In that case, the company de- 
clared its dividend payable December 31. 
Actually the dividend checks were mailed so 
that the shareholders received them in Jan- 
uary of the succeeding year. The issue then 
pertained to the year in which the taxpayer- 
shareholders received their income. Actual 
receipt of the checks was held to be re- 
quired. The mere promise or obligation of 
a company to pay on a given date was held 
not enough to subject the dividends to the 
shareholders’ unqualified demand. The cor- 
poration’s practice of declaring dividends in 
this manner, the Court said, would lead the 
shareholders to depend upon receipt of divi- 
dend checks by mail in January although the 
dividends were declared payable on Decem- 
ber 31. A qualification would exist as to 
the right of the shareholder to obtain his 
cash or other property. 


Constructive Receipt 


Other circumstances whereby a cash divi- 
dend is unqualifiedly made subject to the 
demand of the shareholder, with a resulting 
tax, call for the application of the doctrine 
of constructive receipt. The doctrine will 
be applied where there is a declaration of a 
dividend, money is appropriated to pay it, 
the sum is placed to the credits of the 
stockholders to be drawn out as the stock- 
holders require, and notice is sent to the 
shareholders. By mutual consent of the 
corporation and the shareholders, the divi- 
dend becomes a debt. The corporation can- 
not attach to the transaction strings which 
would legally require the shareholder to 
repay the dividend; but an unenforceable 
understanding that the dividends will never 
be withdrawn, or that they will be repaid at 
a later date, will not defeat the desired 





[4 ustc J 1277] 292 U. S. 210. 

8A, D. Saenger v. Commissioner [36-2 ustc 
19355], 84 F. (2d) 23; cert. den. October 12, 
1930. 


Taxing Corporations as Partnerships 





result.” While receipt of cash under a cash 
dividend is not necessary to constitute real- 
ization, the absence of severance and the 
presence of compulsion will prevent the holding 
that income has been realized. 


A shareholder, under Section 28 of the 
Internal Revenue Code, may temporarily 
waive his right to receive a dividend and 
agree to bear the tax upon it as though a 
cash dividend had been distributed by the 
corporation. There is no realization at once 
of cash or property, and the dividends are 
not unqualifiedly made subject to the de- 
mand of the stockholder. It is necessary, 
however, that there be a segregation and 
that the method be noncompulsory. AIl- 
though Section 28 directly affords relief only 
to personal holding companies, corporations 
improperly accumulating a surplus and reg- 
ulated investment companies, it indirectly 
benefits the shareholders of these companies. 
The amount represented by the consent divi- 
dends is treated as paid-in surplus, and 
earnings and profits are reduced. No fur- 
ther tax is paid upon actual distribution of 
the dividend to the shareholder. Instead, 
the basis of his stock, formerly increased 


.to the extent of the dividend, is decreased. 


Taxable ‘‘Nontaxable’’ Dividends 


Under Section 115 (f) (2) of the Code, 
there is one other situation in which the ele- 
ment of choice makes possible the taxation 
of an otherwise nontaxable dividend. Under 
that section, the dividend declaration gives 
the shareholders an option of receiving cash 
or stock dividends. Choice of an otherwise 
nontaxable stock dividend means the taxa- 
bility of that dividend to the shareholder. 
Under the Regulations,” the result is the 
same whether a few or all elect to receive 
the dividends in true stock dividend form. 
Lack of action on the option by the share- 
holder is considered as an election to re- 
ceive the stock dividend.” A query as to the 
constitutionality of Section 115 (f) (2) has 
been raised by one tax authority,” and dis- 


posed of as follows: “Where a non-taxable 


stock dividend is declared with an option 
in the shareholder to take cash, no debt is 
created.” In such a situation, the rule in 
Eisner v. Macomber would seem applicable, 
so that a dividend would not be constitution- 





1% Baker v. U. 8S. [37-1 ustrc 99097], 17 F. 
Supp. 976 (Ct. Cls., 1937). See also T. B. R. 
42, 1919 CB 65; T. B. M. 77, 1919 CB 25. 

20 Regulations 111, Section 29.115-8. 

21 Lamberth v. Commissioner [41-1 ustc J 9483], 
120 F. (2d) 101 (CCA-9, 1941); G. C. M. 23202, 
1944 CB 536. 

22 Mertens, op. cit., Vol. I, p. 649. 








509 





ally taxable. However, taxability may be 
justified on one of three theories: (1) that 
the shareholder in such a situation is in con- 
structive receipt of income; (2) that the 
substance and not the form of the dividend 
declaration is controlling; (3) that where a 
substantial number, but not all, of the stock- 
holders take the stock, the result is to change 
their proportionate interest in the corporation. 


The Circuit Court’s interpretation of an 
option of this type is that it is in effect “a 
cash dividend, with an option to turn the 
cash into the corporation for stock.” ™ Sec- 
tion 115 (f) (2), in my opinion, represents 
a disguised threat, in the form of legislation, 
to the Eisner case. Many corporations, by 
placing the burden upon the shareholder to 
register his preference within a space of, say, 
ten days, or by stretching the payment of 
the dividend over a year’s time, might suc- 
ceed in issuing taxable “nontaxable” stock 
dividends. Present legislation, insofar as 
dividends are concerned, permits non-cash 
realization where the shareholder is willing 
to bear the tax. The segregation test as ap- 
plied to dividends was propounded to insure 
the shareholder’s receipt of something 
tangible. . 


Personal Holding Company Surtax 


Because of the constitutional uncertainty 
of compulsory partnership legislation, an 
optional method of reporting income might 
be offered to certain corporations. If it was 
offered to personal holding companies and 
companies subject to special laws for im- 
proper accumulation in lieu of existing taxes, 
there would be little incentive for its use. It 
is an accepted fact that the severe surtax 
rates on personal holding companies, as de- 
fined by the Code, have accomplished the 
designed purpose of eliminating this method 
of tax avoidance. Section 500 imposes a 
surtax of twenty-five per cent on undistrib- 
uted net income not in excess of $2,000 plus 
eighty-five per cent on undistributed net in- 
come in excess of $2,000. And those com- 
panies * which do contrive each year to stay 
without the Code definition, either by shift- 
ing the ownership of stock, keeping the 
personal holding company incomes at a mini- 
mum or raising the gross income through 
engaging in other business activities, face 
the peril of being classified as companies 
formed or established to avoid the imposi- 
tion of surtaxes upon their shareholders 


23 Lamberth v. Commissioner, supra. 

** Professor Groves terms them ‘‘near-personal 
holding companies.’’ (Production, Jobs and 
Taxes, p. 32.) 


510 


under Section 102 (b).* It is not altogether 
certain whether Section 102 (a), standing 
alone, is effective. A tax expert to whom | 
recently spoke stated that nine out of ten 
cases involving this section favored the tax- 
payer. An alternative tax, under an optional 
method of legislation, would have to be 
disadvantageous to induce personal holding 
companies and companies unreasonably 
accumulating earnings to use the’ partner- 
ship method of taxation. No more prohibi- 
tory rates of surtax seem possible than those 
which now exist. The taxpayer would still 
remain in a quandary as to whether to dis- 
tribute the income and thus incur high sur- 
taxes, pay the holding company undistributed 
net income tax, or dissolve the company and 
subject himself to large capital gains. Com- 
pulsory legislation of a just type based upon 
undistributed profits would appear to be the 
only effective way of securing integration. 


Personal Holding Companies 


A compulsory partnership act, should it 
be desirable, placing corporations in general 
upon a partnership basis for the purposes of 
taxation, might not stand, whereas one 
aimed at personal holding companies and 
companies formed or utilized to avoid the 
imposition of surtaxes on shareholders might 
be constitutional because of the additional 
element of tax avoidance present when these 
companies are involved: 


“It is settled that the legislature may 
adopt any measure reasonably calculated to 
prevent tax avoidance, the ‘test of validity’ 
in respect of due process being whether the 
means adopted are appropriate to the end.” * 


It has been proposed that the concept of 
treating undistributed corporate net income 
as partnership income be applied especially 
to the above corporations. If the aim was 
compulsory legislation, the presence of the 
tax avoidance element might well strengthen 
the validity of the measure. The decision 
of Helvering v. City Bank Farmers Trust 
Company™ seems pertinent. In addition to 
the rule as given above, it was stated: 


“But if the means are unnecessary or in- 
appropriate to the proposed end, are unrea- 


2 Section 102 (a) imposes a surtax of 27% 
per cent on undistributed Section 102 net in- 
come not in excess of $100,000 plus 32% per 
cent of the undistributed Section 102 net income 
in excess of $100,000. Section 102 (b) makes 
the fact that a corporation is a mere holding 
or investment company prima facie evidence 
of a purpose to avoid surtax upon shareholders. 

26 Mertens, op. cit., Vol. I. J 4-09. 

27 [36-1 ustc § 9001] 296 U S. 85 (1935). See 
also Helvering v. Bullard [38-1 ustc { 9139], 56 
S. Ct. 565 (1938). 
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sonably harsh or oppressive, when viewed 
in the light of the expected benefit, or arbi- 
trarily ignore recognized rights to enjoy or 
convey individual property, the guarantee of 
due process will be unfringed.” 


Nichols v. Coolidge*™ is the leading case of 
a long line holding that a tax will fall where 
it is arbitrary or capricious: “Where the 
classification is so arbitrary as to have no 
relation to any special benefits derived by a 
particular group or clearly discriminatory 
as between persons in the same category.” 


Small Business 


It has frequently been suggested that a 
tax system treating new, small companies 
only as partnerships would be great im- 
provement over the present duplication of 
personal and corporate levies. The most 
recent consideration of such a proposal is 
contained in the Treasury Release of Octo- 
ber 29, 1947, Taxation of Small Business.” 
Because of the dependence of small business 
upon undistributed earnings for new equity 
capital, these corporations, it is believed, 
should be favored. No constitutional objec- 
tion is found to prevent Congress from 
enacting optional legislation of this nature 
benefiting new, small companies. In regard 
to income taxation, “the right of Congress 
to classify is beyond challenge and the rule 
which obtains in the matter of classification 
is that there be some reasonable foundation 
for it.” ® In 1932, Justice Stone, in the case 
of Heimer v. Donnan; remarked: 


“No tax has been held invalid under the 
5th Amendment, because based upon an im- 
proper classification and it is significant that 
in the entire 124 years of its history the only 
taxes held condemned by the 5th Amend- 
ment were those deemed to be arbitrarily 
retroactive.” 


It is settled that Congress has been 
granted a wide discretion in classification;” 
that one calling may be selected and another 
omitted; that one class of property may 
be taxed and another omitted.™ In the case 


[1 ustc J 239] 274 U. S. 531. 

* The study concluded that of the two pro- 
Posals discussed in the report which were in- 
tended to equalize taxes on small incorporated 
and unincorporated businesses, ‘‘the partner- 
ship method for certain types of corporations 
is more firmly grounded on recognized prin- 
ciples of tax equity.’ The other proposal was 
the corporate tax treatment for the reinvested 
earnings of unincorporated businesses. 

* Union Packing Company v. Rogan [37-1 
ustc { 9075], 17 F. Supp. 934. 

31 [3 ustc J 913] 52 S. Ct. 358. 

"Barclay & Company v. EHdwards [1 vustc 
1 120]. 267 U. S. 442. 

% Evans v. Gore [1 ustc 9 36], 253 U. S. 245. 
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of La Belle Iron Works v. U. S..™ it was 
stated that Congress had the right to look 
to mere largeness in laying a tax, and that 
if corporations under the same circumstances 
were treated alike, there would be no con- 
fiscation. In considering the validity of the 
corporation special excise tax of 1909, the 
Supreme Court, in the case of Flint v. Stone 
Tracy Company,® stated: 


“The only limitation upon the authority 
conferred is uniformity in laying the tax, 
and uniformity does not require the equal 
application of the tax to all persons or cor- 
porations who may come within the operation, 
but is limited to geographical uniformity.” 


The fact that new, small corporations do 
need encouragement by way of permitting 
accumulation of gains and profits, might 
justify the Court’s holding that a reasonable 
foundation does exist for enactment of op- 
tional legislation permitting these corpora- 
tions to use the partnership method of 
reporting income. 


Economic Factors 


Economic factors chiefly determine whether 
a corporation comes within the description 
‘of a new, small corporation. Whether the 
basis of classification should be the amount 
of the outstanding capital stock or the amount 
of earnings or profits realized each year, or 


some other basis, would depend upon eco- 
nomic analysis. The Treasury study, Taxa- 
tion of Small Business, demonstrates that 
small business can be defined quantitatively, 
relatively and qualitatively: i. e., according 
to asset size, net worth, etc. If the factors 
of capital or earnings reasonably uphold the 
classification sought, the act would undoubt- 
edly stand. An excellent discussion of “fac- 
tors” follows: 


“Almost every taxing statute has provi- 
sions which limit the class of persons from 
whom the tax is to be collected. Those 
provisions may comprise one or more fac- 
tors, which may in theory be anything which 
is descriptive of persons. Thus, conceivably, 
they may be classified for taxation accord- 
ing to their ownership of land, or to their 
possession of red hair, or a large nose, or 
more than three suits of clothes, or according 
to their possession of all these factors. That 
factor or those factors, for there may be 
more than one, which determine whether or 
not a person comes within or without the 
class taxes, are necessarily the particular 
factors against which the amount of tax is 
charged by the taxpayer. It is, of course, a 


* [5 ustc J 1369] 256 U. S. 377. 
35 220 U. S. 107. 





simple matter to determine what in any 
given case are the factors which are the 
conditions of the levy of the tax. . . . Every 
tax must necessarily specify some measure 
by which the amount of the tax will be 
determined; and that factor which measures 
the tax is always one of the factors which 
determine the levy or non-levy of a tax, since 
if there is nothing upon which to measure 
the tax, no tax may be collected.” * 


I find no legal need for a compensatory 
tax measure for those corporation not classi- 
fied as new, small corporations. At best, a 
companion tax for corporations not included 
might offer integration and prove more 
equitable. 


Comparison with Other Methods 


The partnership theory was originally ad- 
vanced with the thought that it might be a 
practicable method of taxing all corporations, 
large and small. Because of the constitu- 
tional uncertainty of the proposal, it was 
suggested that it be offered as an alternative 
to whatever other method of taxation might 
be in force for corporations generally. The 
attractiveness of the partnership method from 
the standpoint of encouraging venture capi- 
tal depends to a great extent, therefore, upon 
what alternative general scheme of corpo- 
rate taxation is enacted. It is not impossible 
that one of the many proposals already ad- 
vanced for taxing corporations will be en- 
acted as the alternative. This being so, it 
is necessary to compare the partnership 
method with all the proposals so far ad- 
vanced. 


On the assumption, after due comparison, 
that the partnership method might be ad- 
vantageous to many corporations, further 
inquiry is necessitated as to what corpora- 
tions should be given the opportunity of 
using this method. The only corporation 
which would possibly elect to use it is the 
one having reasonable access to the voices 
of its shareholders since adoption of the 
partnership method is necessarily depend- 
ent upon each shareholder’s consent to being 
taxed upon corporate undistributed income. 
The decision as to whether to apply the 
partnership method and have the company’s 
shareholders bear the taxes upon corporate 
undistributed earnings would not be within 
the discretion of the directors, or could not 
be made by a majority or two-thirds vote 
of the shareholders. The individual share- 
holder could be the only one to decide whether 

% Francis W. Bird, ‘“‘The Constitutional As- 
pects of the Federal Income Tax on the Income 


of Corporations,’’ 24 Harvard Law Review 31 
(1910-1911). 
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or not he wished to pay the tax or was able 
to bear it.” The greater the number of 
shareholders, the greater would be the diff- 
culty in obtaining their consent. The like- 
lihood of securing their consent would 
decrease in proportion to the increase in the 
number of shareholders since the stake of 
each in the affairs of the corporation would 
be less clearly defined and the benefits ac- 
cruing to each by an accumulation rather 
than a dividend distribution would be more 
dificult to established. The partnership 
method, for constitutional and administrative 
reasons, is thus limited in scope, thereby 
losing its force as an integration measure. 
The election to use the partnership method 
remains only to those corporations capable 
of securing shareholder consent, presumably 
corporations with a small number of share- 
holders. One enterprise with fifty share- 
holders might succeed, while another company 
with but twenty-five shareholders might fail. 


It is, perhaps, coincidental that most cor- 
porations having a small number of share- 
holders are small enterprises. The suggestion 
was advanced that the partnership method 
might be applied to small enterprises as they 
are under competitive and financial disad- 
vantages and merit special tax consideration, 
if possible. Offering the partnership method 
to any corporation which might care to at- 
tempt to obtain its shareholders’ consent, 
would permit the use of the method by 
small enterprises. However, some large en- 
terprises having close stock ownership might 
also find it advantageous to use the partner- 
ship method. Corporations having large 
amounts of stock outstanding would be 
penalized. Confining the use of the method 
to corporations having a fixed number of 
shareholders would be no better. Many 
otherwise small business enterprises would 
be excluded and many large corporations 
included. 


% The decision to adopt the partnership 
method is somewhat analagous to a situation 
in which the board of directors of a corpora- 
tion decides to consolidate or merge with an- 
other corporation. Although shareholder votes 
representing two thirds of the total number of 
shares of the company’s capital stock is suffi- 
cient to permit the corporation to act, some 
provision, such as full payment for the stock. 
must be made for those shareholders who dis- 
sent. Full payment of dividends might be made 
to those shareholders not wishing to use the 
partnership method. This, however, might often 
result in the method’s losing its appeal, espe- 
cially if the number of shareholders was small. 
Dissolution proceedings are not comparable. 
While they usually require a vote of only two 
thirds in interest of the shareholders having 
voting power, those shareholders objecting 
finally receive their proportionate share of the 
company’s assets. 
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Asset Limitation 


In order~-to limit the method to small 
business enterprises, it has been suggested 
that an asset ceiling be imposed.™ This 
would effectively prevent the largest cor- 
porations having comparatively few share- 
holders from receiving any tax advantages 
such as those mentioned above. 


Injection of an asset limitation is proposed 
not so much, it seems, with the idea of 
achieving the latter result, but rather in the 


hope that it might serve to identify the 
“small” corporations. 


A few generalizations regarding small 
business corporations may be of help: 


1. There is a direct ratio between the 
equity capital and-assets of a corporation. 
For every dollar of assets, smaller firms 
have a smaller proportion of invested capital 
than do larger firms. Larger firms receive 
a larger proportion of their capital from 
stockholders and a smaller proportion from 


lenders than do the smaller corporations.” 


2. As the asset size of the corporation in- 


creases, the ratio of current liabilities to 
total borrowed capital decreases. In other 
words, small corporations are financed on a 
short-term basis to a greater extent than are 
large corporations.” 


3. As the asset class of a corporation in- 
creases, the current working capital ratios 
also increase.” 


4. There is an average pattern ratio be- 
tween the asset size and the profit rate of 
all corporations.” 

‘Professor Groves (op. cit., p. 44) proposed 
a one million-dollar limit. It is stated that at 
and beyond that limit capital can be obtained 
in the organized capital market at reasonable 
cost. Clinton Davidson, Jr., Director of Re- 
search, Harding College, Searcy, Arkansas, in 
a pamphlet entitled Basic Plans for Ending 
Double Taxation of Corporate Income After the 
War, proposed an asset limit of ten million 
dollars. More may be found in Small Business 
and Venture Capital, by Rudolph L. Weissman, 
p. 9, and Financing Small Corporations, by 
Charles L. Merwin, p. 8. 

*T. N. E. C. Monograph No. 17, Table No. 
4, p. 210. (Source: Statistics of Income.) The 
table gives the ratio for all manufacturing cor- 
porations for 1932 and 1936. 

“ Ibid., Table No. 3, p. 209. (Source: Sta- 
tistics of Income.) The table gives the ratio 
for corporations in all manufacturing, in manu- 
facturing textiles and their products and in 
trade for 1932 and 1936. 

"Ibid., Table No. 2, p. 209. (Source: Sta- 
tistics of Income.) The table gives ratios for 
corporations in all manufacturing, in manufac- 
turing textiles and their products and in trade 
for 1932 and 1936. 

_“Ibid., Table No. 10, p. 214. (Source: Sta- 
tistics of Income.) The table gives an average 
ratio for the years 1931 to 1936 in manufac- 
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5. Small corporations generally show a 
poor equity capital position either because 
of inability to meet the high cost of flotation 
of stock or, if an offering has been ventured, 
because of inability, due to the fact that the 
company is small and unseasoned, to dis- 
pose of the entire issue. 





turing industries. Net profits are minus until 
after the $500,000 asset limit is reached. The 
percentage of compiled net profits increases as 
the net worth increases. 

4 Report of the Research and Statistics Sec- 
tion of the Trading and Exchange Division of 
the Securities and Exchange Commission, Cost 
of Flotation for Registered Securities 1938-1939 
(1941 printing and T. N. E. C. Monograph No. 
17, p. 219). The report states that the cost 
of flotation declines as the size of the issue 
grows greater. The report warns, however, 
that for preferred and common stock issues, the 
number of cases of $1,000,000 being limited, 
the degree of smallness within that limit af- 
fected cost of flotation slightly, if at all. The 
report also recognizes that the size and quality 
of the issue may be related. 

The total cost of flotation for underwritten 
preferred stock in 1939 as a percentage of the 
amount issued was given as 10.1 per cent for 
fifteen issues under $1,000,000 and 6.1 per cent 
for nine issues of from $1,000,000 to $5,000,000. 
Non-underwritten preferred stock had a total 
cost of flotation of 15.7 per cent for twenty-four 


_ issues under $1,000,000 for 1938 and 10.9 per 


cent for four issues of from $1,000,000 to 
$5,000,000. The total cost of flotation for wnder- 
written common stock in 1939 was 21.2 per cent 
for eighteen issues under $1,000,000 and 15.4 
per cent for five issues of from $1,000,000 to 
$5.000,000. Non-underwritten common stock in 
1939 had a total cost of flotation of 22.9 per 
cent for forty-three issues under $1,000,000 and 
14.4 per cent for six issues of from $1,000,000 
to $5,000,000. 

The report stated that there was also a defi- 
nite relationship between cost of flotation and 
the size of the issuer. Cost of flotation for 
underwritten preferred stock in 1939 was given 
as 14.8 per cent for three companies with assets 
under $1,000,000 and 11.3 per cent for seven 
issues by companies with assets from $1,000,000 
to $5,000,000. Seven issues by companies with 
assets of from $10,000,000 to $50,000,000 had a 
cost of 4.4 per cent. The cost of flotation for 
non-underwritten preferred stock in 1939 was 
given as 23.5 per cent for ten issues by com- 
panies with assets under $1,000,000 and 12.9 per 
cent for three issues by companies with assets 
of from $1,000,000 to $5,000,000. 

Underwritten common stock had a total cost 
of 22.9 per cent for eleven issues by companies 
with assets under $1,000,000 in 1939 and 19.5 
per cent for nine issues of companies with as- 
sets of $1,000,000 to $5,000,000. Non-underwrit- 
ten common stock had a total cost of 24.1 per 
cent for thirty-six issues by companies with 
assets under $1,000,000 and 20.3 per cent for 
ten issues by companies with assets between 
$1,000,000 and $5,000,000. Two issues by com- 
panies with assets between $5,000,000 and 
$10,000,000 had a total cost of 10.9 per cent. 

The SEC made a survey of sales by small and 
unseasoned companies in 1939—Selected Statis- 
tics on Securities and on Exchange Markets. 
The survey disclosed that only twenty-three 
per cent of $321,000,000 of securities registered 

(Footnote 43 continued on page 514) 
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6. The cost of credit is higher as the size 
of the loan decreases.“ The risk decreases 
as the amount of liquid assets increases. 
Small business usually has little of each. 
The higher cost of loan credit is, therefore, 
a vital factor in determining what is “small” 
business. 


7. The small business has no access to 
research service and management advice. 
Nor can it afford financial, marketing and 
economic counsel. 

While it is true that the expense of a 
public issue of stock may be far greater if 
the amount of the issue is under $1,000,000, 
and may thus represent a significant item 
of cost in determining where the limit should 
start, the very fact that proprietary capital 
would assume an important role in financing 
the small corporation would defeat the ap- 
plication of the partnership method for ad- 
ministrative reasons. The object is to keep 
proprietary capital at a minimum. 

Determination of what is a “small” busi- 
ness enterprise with a view to applying the 
partnership method must, then, exclude the 
factor of “small” businesses’ floating stock 
publicly. 

While smaller corporations generally must 
rely more than large corporations on short- 
term credit, there is no asset point at which 
short-term financing disappears entirely as 
a source of credit to be replaced by long- 
term funds. If there were such a point, the 
problem of classification would be com- 
paratively simple. 


Size Variations Within Industries 


Perhaps the most forceful objection to be 
raised against classifying smallness by the 
amount of assets or by “net worth,” is that 
no matter what method of taxation is em- 
ployed, enterprise will always face the prob- 
lem of variation of size within each industry.* 
The assets required to compete with United 
States Steel Corporation or General Motors, 


(Footnote 43 continued) 
were sold within a period of one year following 
the effective date of registration. It reported 
that 191 registrants failed to sell $105,000,000 
of securities registered by them. 

44 Federal Reserve Bulletin, July, 1947, p. 816. 

* The Twentieth Century Fund publication, 
Big Business: Its Growth and Its Place, p. 21, 
states that the term ‘‘largeness’’ takes on mean- 
ing only in relation to a standard. Any dead- 
level standard of assets, net income, number 
of employees, gross sales, etc., is likely to dis- 
tort comparisons within industries at any given 
time. ‘‘Again, size has a different meaning in 
industries where basic patents are of funda- 
mental importance; in industries where, in or- 
der to operate at all, a corporation must be 
large; or under circumstances where the mo- 
nopolization of raw materials is the concomitant 
of largeness.”’ 


for example, would be considerable, sufficient 
to bring the enterprise into the category of 
a large corporation as compared with the 
enterprise engaged in an industry in which 
production is more evenly, distributed and 
there are no leaders with which to compete. 
During the last war, the Smaller War Plants 
Corporation recognized the problem of in- 
terindustry variation when it defined a 
“small” business as one with 500 or fewer 
employees. A less arbitrary determination 
of smallness is also permitted, however, 
where, for example, the leaders in an in- 
dustry employ but 500 employees and the 
smaller firms have very few employees. A 
leader could hardly be classified as a small 
business. A comparison of size should con- 
sider the relative position of the firm in its 
own industry. The same flexibility obtained 
in applying the standard of number of em- 
ployees might be obtained in applying the 
asset classification. 


Tax encouragement is proposed for those 
concerns which lack capital. Past figures 
reveal that the highest percentage of failures 
occurs in those enterprises having liabilities 
of under $1,000,000. However, these failures 
are not always attributable to lack of capital. 
Other factors, such as poor management, 
competition, overtrading, speculation, etc., 
also have a direct bearing. A further diffi- 
culty would be encountered in determining 
the approximate total asset limit which would 
have a sound relation to total liabilities. No 
rule-of-thumb ratio would be satisfactory; 
the amount of liabilities as compared with 
assets will vary in almost every instance. 


Venture Capital 


While it would be impracticable in apply- 
ing the partnership method for small enter- 
prises to obtain subscriptions of stock from 
the public on a large scale, there is no ad- 
ministrative obstacle to a small company’s 
employing sponsor or venture capital. The 
small company’s inability to obtain venture 
capital is cited as one of the chief reasons 
for giving it special tax assistance. To at- 


“*T. N. E. C. Monograph No. 17, Table 6, 
p. 212. Manufacturing, wholesale and retail 
trade failures are listed separately for the years 
1935 to 1939. Each group with liabilities under 
$100,000 accounted for over ninety per cent of 
the total failures in each group for those years. 
Also see Part I, Small Business and the War 
Program, Hearings Before the Special Com- 
mittee to Study and Survey Problems of Small 
Business Enterprises, United States Senate, 77th 
Congress, 1st Session, Exhibit B, p. 291. The 
exhibit covers the years 1937, 1939, 1940 and 
1941. It also gives percentages of over ninety 
per cent for each group having liabilities under 
$100.000. (Source: Dun’s Statistical Review, 
February, 1937, 1939, 1940 and 1941.) 
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tract the private investor, there must be 
some assurance of a sufficient yield or net 
profits from the investment. The assurance 
of a return must come either from within, 
on the basis of a past record of good earn- 
ings, the personal confidence of the investors 
in the merits of the business, or the unusual 
nature of the business idea, or from without, 
in the form of tax encouragement. The 
private investor desires both guarantees. 
Classification of small business on the basis 
of asset size assumes that the small enter- 
prise is unable to attract the private investor 
either because the average yield from in- 
vestment in small business is not as great 
as it is from investment in a large enterprise, 
or because in those instances in which there 
is a reasonable guarantee of as great a re- 
turn, the small concern will draw only a 
certain type of investor. 


The first assumption is probably true for 
all concerns. It has been found to be cor- 
rect for certain years with respect to man- 
ufacturing concerns using net worth as the 


basis.“ The second premise is more than 
likely to be correct; the small enterprise 
will in any case attract either the individual 
who desires actual participation in the affairs 
of the enterprise as his livelihood, or the in- 
vestor of means who is interested in a small 
enterprise because it has unusual profit 
potentialities. Again, it may be stated, the 
number of investors attracted by the enter- 
prise would have to be small for the part- 
nership method to operate efficiently. 


If an asset limit is to be set as a basis of 
distinction of what is small or large, it must 
be placed at a point at which net profits 
begin to yield a fair return, tax benefits 
being considered. While.such a point may 
be reached on the basis of a general average 
using previously reported combined returns, 
there would again be occasions upon which 
concerns in the small category would have 
greater net income than that of the large 
corporations. [The End] 


47 Ibid., Tables 8, 9, 10, 11 and 12, pp. 213-216, 
for 1931-1936. (Source: Statistics of Income.) 
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ST. LOUIS MAY HAVE EARNINGS TAX 


legislation, if it becomes law. 








Taxing Corporations as Partnerships 


In 1946 St. Louis enacted an ordinance providing for a personal 
income tax or earnings tax. This ordinance was vitiated by the state 
Supreme Court because there had been no enabling state legislation 
permitting the cities of Missouri to enact such a tax. 


At this session of the state legislature an enabling act for St. 
Louis has passed both houses. In view of the Mayor’s statement that 
a deficit is likely in St. Louis’s finances unless additional revenue is 
obtained, and in view of the Mayor’s objection to increasing the prop- 
erty tax, it seems likely that the city will avail itself of the enabling 








How Restrictive Agreements Determine 
Stock and Partnership Values 


By JOHN H. VARNEY .. . AN ATTORNEY AND ACCOUNTANT. 


THE 
FINANCE 


HE EFFECTIVENESS of restrictive 

agreements in determining the value of 
business interests for estate tax purposes is of 
direct interest to partners and to stockhold- 
ers of a close corporation. A review of the 
recognized authorities, court decisions and 
pertinent regulations of the Internal Revenue 
Code offers support to the principle that the 
value stipulated in a _ binding purchase 
agreement is a determining factor in the 
preparation of the estate inventory. Most im- 
portant reservation, however, run through the 
entire fabric of the rulings and decisions, 
with few apparent deviations. They refer 
to the relationship of the parties, the kind 
of restraints inhibiting sale or transfer there- 
after and the requirement that the price 
stipulated be fairly representative of true 
value. The apparent deviations are not by 
way of changing the aforesaid provisions but 
rather present special circumstances that 
strengthen the general rule. 


Any discussion of this important subject 
should begin with applicable language taken 
from Section 81.10—‘‘Valuation of Property” 
—of Regulations 105, relating to estate taxes 
under the Internal Revenue Code. 


“(a) General.—The value of every item of 
property includible in the gross estate is the 
fair market value thereof. The fair 
market value is the price at which the prop- 
erty would change hands between a willing 
buyer and a willing seller, neither being un- 
der any compulsion to buy or sell. The 
fair market value of a particular kind of 
property includible in the gross estate is 
not to be determined by a forced sale price. 
Such value is to be determined by ascer- 
taining as a basis the fair market value as 
of the applicable valuation date of each unit 
of the property. For example, in the case of 
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shares of stock or bonds, such unit of prop- 
erty is a share or a bond. All relevant 
facts and elements of value as of the appli- 
cable valuation date should be considered in 
every case. 


. wo 


“(c) Stocks and bonds.—The value of 
stocks and bonds, within the meaning of 
the Internal Revenue Code, is the fair mar- 
ket value per share or bond on the appli- 
cable valuation date. . If actual sales 
or bona fide bid and asked prices are not 
available, then, in the case of corporate or 
other bonds, the value is to be arrived at 
by giving consideration to the soundness 
of the security, the interest yield, the date 
of maturity and other relevant factors, and, 
in the case of shares of stock, upon the basis 
of the company’s net worth, earning power, 
dividend-paying capacity, and all other 
relevant factors having a bearing upon the 
value of the stock. Complete financial and 
other data upon which the valuation is based 
should be submitted with the return... . 
In cases in which it is established that the 
value per bond or share of any security de- 
termined on the basis of selling or bid and 
asked prices as herein provided does not 
reflect the fair market value thereof, then 
some reasonable modification of such basis 
or other relevant facts and elements of value 
shall be considered in determining fair 
market value. ... 


“(d) Interest in business.—Care should 
be taken to arrive at an accurate valuation 
of any business in which the decedent was 
interested, whether as partner or proprietor. 
A fair appraisal as of the applicable date 
should be made of all the assets of the busi- 
ness, tangible and intangible, including good 
will, and the business should be given a net 
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value equal to the amount which a willing 
purchaser, whether an individual or corpora- 
tion, would pay therefor to a willing seller 
in view of the net value of the assets and 
the demonstrated earning capacity. Special 
attention should be given to fixing an ade- 
quate figure for the value of the good will 
of the business in all cases in which the 
decedent has not agreed, for an adequate 
and full consideration in money or money’s 
worth, that his interest therein shall pass 
at his death to his surviving partner or 
partners. 


“The factors hereinbefore stated relative 
to the valuation of other property, if appli- 
cable, will be considered in determining the 
valuation of an interest in a business held 
as proprietor or partner. All evidence bear- 
ing upon such valuation should be submitted 
with the return, including copies of reports 
in any case in which examinations of the 
business have been made by accountants, 
engineers, or any technical experts as of 
or near the applicable valuation date.” 


Buy-and-Sell Agreement 


The Regulations, it may be noted, merely 
establish norms of practice, and by the very 
complexity of the subject and vast interests 
involved can do little else. Because of the 
extensive employment of life insurance in 
the past decade as a means of furnishing 
funds in order to make most restrictive 
agreements in partnerships and close cor- 
porations effective as a sound and practical 
business expedient, there is probably a greater 
possibility of the subject’s expanding in im- 
portance in the future than there has been 
to date. It is this type of agreement to 
which this discussion will be particularly 
addressed. It is commonly referred to by 
life underwriters, tax practitioners, lawyers 


and accountants, as “a buy-and-sell agree- 
ment.” 


The buy-and-sell agreement generally pro- 
vides that upon the death or retirement, or 
both, of a stockholder or partner, a stipu- 
lated price shall be paid for the stock or 
interest. Frequently, the agreement is given 
force and substance through the means of 
life insurance. Either the death proceeds 
or the cash values in the case of retirement 
are used to liquidate the stock or interest. 
This is a relatively simple procedure, and 


no tax problems are present up to this 
point. 


In such agreements the problem of valua- 
tion may be approved in common practice 
in three ways: 


Restrictive Agreements 


(1) The question of value is left open 


and subject to appraisal or abitration, or 
both. 


(2) A stipulated price is specified for the 
stock or interest. 


(3) A valuation formula may be used. 


(4) There may be combinations of these 
methods. 


The life insurance may or may not be 
equal to the valued price, but such resulting 
complexities are not germane to our topic. 
Our sole purpose is to relate the problem 
arising from the use of a stipulated price 
or price formula in the agreement. Nor is 
the degree that income taxes are concerned, 
either upon retirement or upon death, a mat- 
ter for discussion here. 


Effect of Restrictive Agreements 


In a lecture on “Tax Problems in the 
Valuation of Property,”’? delivered at the 
Second Annual Conference on Federal Tax- 
ation, it was stated: 


“Frequently stock is held subject to re- 
strictive agreements on sale or other dis- 
position. 


“These restrictive agreements are entered 
into for the specific purpose of fixing value 
for tax purposes. They are particularly im- 
portant for closely held family corporations. 
Generally, stock fettered by a restrictive 
agreement as to sale or other disposition, 
has less value than freely transferable stock. 
... On the other hand, it must not be over- 
looked that where the holder of stock sub- 
ject to a restrictive agreement does not have 
to sell, the fact that restriction on sale re- 
quires first offering the stock at a very low 
price to either the issuing corporation or 
other stockholders, does not mean that such 
restrictive price fixes market value. ... 


“Tn estate tax cases, where the restrictive 
agreement provides that on the death of the 
stockholders his stock will be purchased by 
third parties at a given figure, the figure 
agreed on should be effective in fixing the 
value as of the date of the decedent’s death. 
Some Tax Court cases, however, have re- 
fused to accept such a value unless a restric- 
tion on sale or other disposition was effective 
during the decedent’s lifetime. 


“Another factor to be taken into account 
in agreements binding the decedent’s estate 
to sell his stock to third parties at a fixed 


1 Thomas N. Tarleau, as reported in TAXES— 
The Tax Magazine, June, 1947, p. 520, at p. 522. 
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price is the relationship between the decedent 
and the third parties. If, for example, there 
is an agreement whereby the father’s estate 
is bound to sell a son stock at substantially 
less than its fair value, that agreement may 
be held to be really a testamentary dis- 
position. The entire value of the stock, 
therefore, would have to be included in the 
decedent’s estate.” (Italics supplied.) 


Again, in an excellent article entitled “Re- 
strictive Stock Agreements and Estate Tax 
Minimization,’? appeared some carefully 
authored points of considerable merit. Un- 
der the heading “Business Purpose Doc- 
trine,” it was stated: 


“At the outset, it should be noted that 
courts have recognized and reaffirmed the 
legal right of a taxpayer to decrease the 
amount of what otherwise would be his 
taxes, or altogether avoid them, by means 
which the law permits. (Untted States v. 
Isham, 17 Wall 496, 84 U. S. 728 (1873); 
Gregory v. Helvering, 293 U. S. 465 (1935) 
[35-1 ustc § 9043]; Chisholm v. Commis- 
sioner, 79 F. (2d) 14 (CCA-2, 1935) [35-2 
ustc [9493]). . .. However, the recent 
appearance of the ‘business purpose doc- 
trine’ in tax matters, the effect of which 
may be to nuilify a transaction entered into 
primarily for reasons of tax avoidance 
(rather than evasion), has necessitated some 


limitation on the foregoing general proposi- 
tion that a man’s purpose to save taxes is 
legally neutral. In fact, there are incipient 
indications that restrictive agreements en- 
tered into purely for tax avoidance purposes 


may be ineffective to restrict value. ... The 
basic question, it seems, is whether the 
decedent’s ultimate estate tax liability can 
be minimized by supplanting the fair market 
value of the stock as of the date of his 
death with an assumedly lower figure, de- 
termined by reference to the stock purchase 
agreement. The present status of the law 
appears to be that a properly worded and 
effectuated stock purchase agreement can affect 
the valuation of stock for estate tax pur- 
poses.” (Italics supplied.) 


The article presented a digest of three 
recent Tax Court decisions—the Hoffman 
Matthews and Armstrong cases*—to illus- 
trate the proposition. 


?Sydney A. Gutkin and David Beck, ibid., 
May, 1947, p. 413. 


3 Claire Giannini Hoffman [CCH Dec. 13.638]. 
2 TC 1160 (1943); Hstate of Matthews [CCH 
Dec. 13.822], 3 TC 525 (1944): Hstate of Arm- 
strong [CCH Dec. 13,717(M)1, 3 TCM 77 (1944), 
aff’d [45-1 ustc 7 10,162] 146 F. (2d) 457 (CCA-7, 
1944). 


Recent Tax Court Decisions 


In the Hoffman case, two important points 
evidently caused the court to decide against 
the taxpayer: (1) the relationship of the 
parties and (2) an improperly worded in- 
strument. An agreement between the de- 
cedent and his brother gave the latter an 
option, effective only upon the former’s 
death, to acquire certain interests of the 
decedent in a partnership engaged in a 
securities business. The decedent, who was 
unmarried, could have disposed of the prop- 
erty at any time during his life and at any 
price. In addition, the agreement was un- 
ilateral, in favor of “the natural object of 
his bounty,” was not supported by a full 
and adequate consideration, and granted an 
option to purchase at a grossly inadequate 
price. The court distinguished the case from 
those relied on by the petitioners, which 
involved restrictive agreements for the sale 
of corporate stock and presented a number 
of special circumstances. not applicable to 
the facts at issue. Reported in Schedule F 
of the tax return was the “Option Agree- 
ment held by Claire Hoffman—$44,929.91.” 
The court found that the net amount to be 
included in the gross estate was $147,000, 
a substantial increase. 


The Matthews case, concerning a reciprocal 
option to purchase stock upon the death of 
another stockholder, followed the Hoffman 
case with respect to the failure of the agree- 
ment to pass “present rights or interests in 
the shares which the other might own at 
his death,” and held that the agreement was 
testamentary in character. If the parties 
intended to convey a present interest (and 
this is purely suppositious, although the evi- 
dence for it is strong), the contract again 
was not properly constructed. The fair 
market price per share decided by the court 
in favor of the Commissioner’s valuation 
was $120, as opposed to the petitioner’s con- 
tention that the option price was $90 per 
share, a change in the gross value from 


$70,650 to $94,200. 


Referring to Sections 811 (c) and (d), 
the Commissioner responded in the Arm- 
strong case that a certain trust agreement 
granting the optionee the right to purchase 
shares of stock upon the death of the settlor 
was unsupported by any evidence of “an 


4 Wilson v. Bowers [1932 CCH { 9214], 57 F. 
(2d) 682: Lomb v. Sugden [36-1 ustc { 9158], 
82 F. (2d) 166: Bensel v. Commissioner [38-2 
ustc § 9593], 100 F. (2d) 639. aff’g Edith M. 
Bensel et al., Executors [CCH Dec. 9701], 36 
BTA 246; Estate of John T. H. Mitchell [CCH 
Dec. 9902]. 37 BTA 1; Helvering v. Salvage 
[36-1 ustc 9064], 297 U. S. 106. 
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adequate or full consideration in money 
or money’s worth.” The optionee, a valued 
employee of the settlor, had maintained a 
harmonious relationship with him through- 
out the period prior to the settlor’s death. 
Thus, the case was distinguished from Bensel 
v. Commissioner, infra, in which the optionee- 
settlor relationship was adverse. Further, 
a possible devolution of the property could 
not be effective in any event until the death 
of the settlor. In this instance, language 
and relationship were possible consider- 
ations. Certainly the relationship was not 
adverse, and the language at best conveyed 
merely the possibility of a gift. As a result 
of the finding in favor of the Commissioner, 
the item for the shares of stock was in- 
creased from $25,000 to $80,000. 


Circuit Court Cases 


Two other cases summarized in this article 
seem to extend the importance of construc- 
tion and relationship—W orcester County Trust 
Company v. Commissioner ® and Commissioner 
v. Estate of Childs® For the sake of com- 
pleteness, the facts relevant to our discus- 
sion appear here. 


The Worcester County Trust Company case 
concerned the value of shares of stock in a 
close corporation organized in 1922, with 
an amendment to the articles of incorpora- 
tion in 1935 to restrict the sale and transfer 
of stock at book value to members of the 
founding families. The amendment gave 
the directors the option to the first right 
to buy the shares upon any contemplated 
transfer, and they could eit 1er purchase the 
shares or waive the privilege. Since the 
amendment was permissive in terms, and 
did not prohibit a transfer at other than a 
fixed price, the book value was not conclu- 
sive. The court did decide, however, that 
it tended to depress the stock, and should 
have been taken into consideration by the 
Commissioner in fixing the price. 


In the Childs case, the deceased, who died 
in 1939, in 1935 granted her stepson a pur- 
chase option for ten years to increase his 
holdings by acquiring four hundred shares 
at a price stated to be $10 per share. The 
optionee had rendered exceptional service in 
managing and operating the corporation 
since 1917, particularly during the depres- 
sion years. On the appeal, the Commis- 
sioner sought to set aside the option on the 
ground that its entry as a claim against the 
estate was not based on “an adequate and 


5 [43-1 ustc 10,029] 134 F. (2d) 578 (1943). 


in [45-1 ustc 10,171] 147 F. (2d) 368 (CCA-3, 
45). 


Restrictive Agreements 


full consideration in money or money’s 
worth.” The contention had not been raised 
in the Tax Court. Although the fair market 
value in 1939 was $100 per share, the option 
price prevailed. The decision followed the 
general rule of law that “a contention to be 
reviewable on appeal must have been put 
in issue in the trial court.”* However, in 
this case it would appear that the decision 
was not clear cut either as to the relation- 
ship of the parties or as to the aptness of 
the language. And yet, it is worth noting, 
the option was a definite commitment bind- 
ing the deceased for ten years, and there was 
at least an implied basis for construing a valu- 
able consideration to support the contract. 


The cases indicated so far have shown in 
some degree either faulty construction in 
stipulations or an absence of a sufficient ad- 
verse party in interest, or a combination of 
the two. Careful research did not disclose 
definite support for any application of the 
business purpose doctrine in the valuation of 
stock or interests for estate tax purposes. 
Therefore; the attitude of the courts in ap- 
plying the rule in such instances is conjec- 
tural at this time. The decided litigation in 


- that regard seems to be solely in connection 


with Section 112 of the Code,’ which gov- 
erns the basis of whether a gain or a loss is 
to be recognized for income tax purposes 
upon the sale or exchange of property. The 
problem arises in most cases in the reor- 
ganization of corporate financial affairs.’ 


74 Corpus Juris Secundum 116, { 39,465, 
241,488, 7 243; 5 Corpus Juris Secundum 1305, 
11836 (e); Helvering v. Rankin [35-1 vustc 
{ 9343], 295 U. S. 123; General Utilities v. Hel- 
vering [36-1 ustc { 9012], 296 U. S. 200. 


8482 CCH Standard Federal Tax Reporter 
1 698, and text following. 


® An exception is De Goldschmidt-Rothschild 
v. Commissioner [CCH Dec. 16,010], 9 TC —, 
No. 49 (September 7, 1947), which refers to a 
conversion of securities into Treasury notes 
followed by a transfer as a gift in trust prior 
te March 1, 1947. Up to this point, under 
existing law it constituted a tax-exempt trans- 
action by a nonresident alien. The trustee 
then proceeded to dispose of notes and rein- 
vest in domestic stocks and securities, includ- 
ing some Treasury bonds. The court decided 
that the transactions had no functional or busi- 
ness significance apart from the purpose to 
avoid tax, and therefore upheld the gift tax 
deficiency assessment by the Commissioner. The 
Tax Court relied on Pearson v. McGraw, 308 
U. S. 313 (1939), in which an attempt was made 
to avoid payment of a state transfer tax by 
a series of related transactions. These busi- 
ness purpose decisions rested on serial trans- 
actions calculated to avoid taxes. They are 
clearly distinguished from the legitimate busi- 
ness purpose of a buy-and-sell agreement fully 
competent in terms, purposes and effect, as 
outlined herein. Further, both cases refer to 
issues unrelated to federal estate taxes. 
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Apparently a properly drafted agreement sup- 
ported by adequate consideration and an 
adversity of interest should prevent the in- 
vocation of such a doctrine in evaluating the 
assets of the gross estate. Robert H. Mont- 
gomery, in his text on Estates, Trusts and 
Gifts,® stated: “When .. . agreements are 
bona fide, there is no more justification for 
disregarding them than for disallowing all 
losses. Their prevalence in close corpora- 
tions antedated the federal estate tax.” 


Frequently Cited Cases 


In each of the controversies decided in 
favor of the taxpayer, special circumstances 
appeared to prevail. From the nature of 
these circumstances, it would seem that they 
should not be taken as the pattern in the 
drafting of restrictive agreements. A review 
of the most frequently cited cases (see foot- 
note 4, supra) is also deserving of consider- 
ation. 


Wilson et al. v. Bowers, decided April 11, 
1932. In reciprocal contracts dated May 21, 
1909, the testator, his nephew and one other, 
who owned all the common shares of Earl 
& Wilson Company, entered into an option 
agreement operative during the lifetime of 
the parties and within four months after the 
qualification of the personal representatives 
upon the death of any one of the parties. 
The Commissioner attempted to substitute 
a higher value under the Revenue Act of 
1918, Section 402. Since the contract was 
supported by adequate consideration and 
hence was specifically enforceable during 
the testator’s life, and since his executors 
could not sell the stock for more ‘unless the 
option holders permitted their rights to 
lapse, the value of the stock was held not 
in excess of the option price. The court 
also cited the provisions of the then Regula- 
tions 37, Article 14, that “the value to be 
ascertained is the market, or sale, value of 
the property.” 


This is quite different from the language 
of the present Regulations, and came before 
the substantial changes in the whole con- 
cept of valuation of stock and _ business 
interests for estate tax purposes. Neverthe- 
less, it is significant that the agreement gave 
a definite irrevocable option,” that conse- 
quently consideration was good during life 
as well as for a limited time after death, 
and that one party appeared not to be a 
relative. The fact that the contract was 


10 1947-1948 ed., p. 624. 
11 Williston on Contracts (revised ed.), 
tion 61. 
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Sec- 


neither unilateral nor wholly between rela- 
tives, and could not be considered as a 
testamentary devise, brings it outside the 
H off man case. 


Helvering v. Salvage, decided January 13, 
1936. This case, which did not involve a 
decedent, concerned the value of stock not 
for estate tax purposes but rather for income 
tax purposes. In 1922, Salvage entered into 
an option agreement with a corporation 
whereby he agreed to resell a portion of his 
shares previously acquired at par to the 
corporation at the same price. The market 
price was considerably in excess of par; and 
in his original purchase, part of the con- 
sideration for the difference was Salvage’s 
agreement not to engage in a competing 
business during his lifetime without the con- 
sent of the company. Although this case is 
frequently cited in monographs covering re- 
strictive agreements, it again sets forth facts 
of a different nature from the intent of this 
discussion. There was no relationship of 
affinity or consanguinity. Valuable consid- 
eration supported the agreement, and it was 
enforceable during Salvage’s lifetime. 


Lomb v. Sugden, decided March 2, 1936. 
All the owners of the common stock of 
Bausch & Lomb Optical Company entered 
into an agreement on May 16, 1928, grant- 
ing reciprocal options, effective during the 
lifetime of the shareholders and for a limited 
time after the demise of any party to the 
agreement. The price set up in the contract 
was to be no less than fifty per cent and 
no more than one hundred per cent of book 
value. Again, no issue of close relationship 
seems to have existed, there was considera- 
tion and the stipulations were effective dur- 
ing the lifetime of the principals. 


Estate of John T. H. Mitchell, promulgated 
January 4, 1938. This matter involved an 
agreement, signed on April 30, 1929, between 
two business associates, apparently not 
otherwise related, each of whom owned fifty 
per cent of the corporation’s stock. Under 
the terms of the agreement, each party was 
obligated to offer his shares first to the other 
party; upon the death of one party, the 
survivor was bound to purchase the stock 
from the decedent’s estate. Each party 
applied for $200,000 of life insurance, in or- 
der to furnish part of all of the considera- 
tion for the transfer of stock upon death. 
The business was advertising, “of a highly 
personal service character, and its success 
was dependent upon the efforts of those 
two individuals owning the sto¢k.” In com- 
puting the value of the stock, if the corpo- 
ration’s tangible assets, excluding book value 


June, 1948 @ TAXES —The Tax Magazine 





936. 
of 
sred 
ant- 

the 
ited 

the 
ract 
and 
00k 
ship 
era- 
dur- 


ated 
1 an 
veen 
not 
fifty 
nder 
was 
ther 
the 
tock 
yarty 
n OF- 
Jera- 
eath. 
ighly 
ccess 
those 
com- 
orpo- 
value 


azine 


and good will,” showed an excess over the 
insurance proceeds, the survivor was obli- 
gated to pay the balance. As in the other 
cases, the parties apparently were not re- 
lated, the agreement was effective during 
life as well as at death and the method of 
valuation appeared to be fair and reasonable 
for that type of business. 


Bensel v. Commissioner, decided November 
29, 1938. As stated by the judge in the case, 
“This is a tax case which depends on its 
own particular decisive facts.” The decedent 
entered into an agreement with his son on 
May 19, 1924, amended on June 7, 1924, 
whereby the latter was granted an option 
to acquire his father’s stock at a fixed price 
which, at the time of the father’s death in 
1930, was less than the fair market price. 
The parties were hostile to each other; both 
employed counsel to represent them, and 
only after protracted contentions and nego- 
tiations did they execute the agreements. 
The father was anxious to retain the son 
in the business because of his recognized 
ability, evidenced by a $40,000-a-year salary. 
On the other hand, the son agreed to remain 
only if he received an attractive option. To 
quote the court, “It will thus be seen that 
instead of the ordinary creation of a trust 
by an individual by a unilateral indenture, 
we have here settlement of a business prob- 
lem by the contract of two parties hostile to 
each other and dealing at arm’s length.” 
The option price under the circumstance 
prevailed over the fair market value com- 
puted by the Commissioner. 


” Good will, if attributable to the specialized 
skill and personal contribution of a decedent 
to the success of the business, may preclude an 
assessment of good will for estate tax pur- 
poses. Potential competition is also a factor 
to be considered. Estate of L. Rubenstein [CCH 
Dec. 3572], 10 BTA 864 (acq.): First National 
Bank of Memphis v. Henslee [47-2 ustc J 10,577], 
74 F. Supp. 106. ‘‘Ability, skill, experience, 
acquaintanceship, personal clientele and other 
personal characteristics and qualifications do 
not constitute good will. Good will may attach 
to a name. But this is not necessarily true; 
it may attach to a particular location. On the 
other hand, good will does not necessarily at- 
tach to a particular building apart from the 
business whicn is being conducted there. But 
the mere fact that a business has been oper- 
ated at the same locality for a long period of 
time does not conclusively prove the existence 
of good will. The law refuses to put a strait- 
jacket upon the valuation of intangibles. The 
value of good will is a question of fact, and 
the burden of proof is upon the taxpayer... . 
Good will: cannot be exactly appraised; an ap- 
proximation is the best that can be done.”’ 
Randolph E. Paul, Federal Estate and Gift Tax- 
ation, Vol. 2, p. 244, and cases therein cited. 

An important and involved case on good will 
concerned the effect of a covenant in the articles 
of co-partnership, dated December 30, 1922. Un- 
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Helmholz, Strange and Krauss Cases 


Before proceeding to a conclusion, it may 
be well to review three additional causes 
of action that have an interesting bearing 
on the topic: Helvering v. Helmholz," Strange 
v. Commissioner ™ and Krauss v. U. S.* 


Helvering v. Helmholz, promulgated May 
23, 1933; affirmed November 11, 1935. On 
June 7, 1918, the decedent, with her parents, 
brothers and sisters, executed a trust agree- 
ment. A supplement thereto was executed 
on June 11, 1918. Under its terms, all signa- 
tories were limited in the transfer of their 
stock interests in a family corporation and 
in transfers*at their deaths to no more than 
a power of appointment of an interest less 
than a fee to natural persons and charitable 
organizations. The court decided that under 
the laws of the state (Wisconsin), the trust 
was irrevocable and the testamentary right 
was a special power of appointment. The 
corporate bylaws contained a provision that 
no transfer of stock was valid unless it was 
approved by a majority vote of all out- 
standing shares and unless the stock was 
first offered to the board of directors for 


‘sale to the other stockholders at its par 


value. The Board of Tax Appeals found 
that the restrictions were valid and enforce- 
able under the law of Wisconsin, and that 
the par value of $100 should prevail. The 
United States Supreme Court went even 
further on the interesting question of whether 
the Revenue Act of 1926 could be made 
applicable retroactively where “under the 


der its terms, the good will was to vest at dis- 
solution or termination in the three principal 
partners (those contributing the capital—there 
were three who contributed only services), 
without any financial consideration whatever. 
It was held that no amount representing the 
interest of the decedent (the principal capital 
contributor, who died in 1923) in the good will 
should be included in the gross estate. The 
firm was a banking business, of long standing 
prior to the 1922 partnership agreement. From 
the record it appeared that the partners were 
not within any degree of relationship, and that 
it was an agreement as long as it operated, 
effective during life and binding upon death. 
The firm name alone indicated the importance 
of the deceased, inasmuch as his was the only 
surname in the title, Blodget & Company. The 
case has special circumstances and antedates 
present concepts of valuation as set forth in 
the current Regulations 105 and applicable de- 
cisions, and perhaps should be considered with 
caution in the construction of restrictive agree- 
ments. W. P. Blodget et al. [CCH Dec. 5805], 
18 BTA 1050 (acq.). 


13 [CCH Dec. 8074] 28 BTA 165; aff'd on other 
points [35-1 ustc { 9037] 75 F. (2d) 245; aff'd 
[36-1 ustc J 9003] 296 U. S. 93. 


44 [CCH Dec. 12,516-D] BTA memo. op. (1942). 


15 [44-1 ustc f 10,094] 140 F. (2d) 510 (CCA-5, 
1944). 
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revenue act then in force the transfer was 
not taxable as intended to take effect in 
possession or in enjoyment at her [the de- 
cedent’s] death.” It stated that the appli- 
cation of the 1926 Act in the instant case 
would violate the Fifth Amendment.” The 
circumstances were decidedly of a nature 
special in application and in effect long be- 
fore the extensive revisions in the Internal 
Revenue Code, the existing Regulations and 
the changes in the trend of judicial decisions. 
Construction of the agreement and the by- 
laws created obligations enforceable during 
life as well as at death. While all the 
signatory parties were related, the created 
relationships in the instrument were such 
as to place the parties in positions adverse 
to one another. 


Strange v. Commissioner, entered April 29, 
1942. This case concerned an original agree- 
ment between two brothers, J. E. Strange 
and J. Q. Strange, dated April 11, 1917, 
which granted reciprocal options to acquire 
stock for $10,000 in the event of the death 
of either, and a supplemental agreement 
dated September 30, 1930, which covered 
the acquisition of an additional interest in 
another corporation to be held in con- 
formity with the earlier agreement. As be- 
tween the brothers, there were an original 
cash payment and a provision for an equal 
division of any salary over $150 a month 
to be paid to one brother as secretary- 
treasurer, and any dividends or interest pay- 
ments to the other brother as president, 
under a company bylaw. 


J. E. Strange originally paid $14,625 to 
one H. C. Spence for forty shares of the 
first, or Greenville, Mississippi, company. 
On May 26, 1915, under the 1917 agree- 
ment, he “sold” them to J. Q. Strange for 
$15,000 and the further consideration stated 
above as to the sharing of income. Origi- 
nally the company was incorporated on April 
12, 1910, for $5,000, consisting of 100 shares 
of $50 par value each, with sixty shares to 
J. C. Pidgeon as president and forty shares 
to H. C. Spence as secretary. The com- 
pany’s balance sheet showed surplus and 
undivided profits of $6,510.01 on January 1, 
1917, and $10,996.11 on December 31, 1917. 
Thus, the book value of the 100 shares on 
the date of the agreement was approxi- 
mately $12,000, for which J. E. Strange paid 
$14,265 for forty per cent, or an increase 
of $9,465, evidently representing what the 
parties considered going-concern value. In 
effect, J. E. Strange really did not sell the 


16 ‘*No person shall be deprived of life, lib- 
erty or property, without due process of law.’’ 
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shares, but retained an undivided equitable 
interest that was so noted in the decision, 
In 1919, J. Q. Strange and J. C. Pidgeon, 
now sole stockholders of the Greenville 
company, owned a similar business (Coca- 
Cola bottling) in Cleveland, Mississippi, and 
conducted it as an equal partnership. The 
1930 supplement was executed to include 
the Cleveland firm. Then on June 24, 1935, 
the Cleveland company was incorporated for 
$5,000, divided into 100 shares of common 
stock of $50 par value each, of which J. Q. 
Strange owned forty shares worth $2,000. 
Partnership assets were conveyed to the new 
corporation for the respective shares. The 
Board of Tax Appeals decided, in view of 
the mutual considerations and advantages 
benefiting each brother, that the option price 
prevailed. 


Although the Board seemingly paid no at- 
tention to the cash involved in each in- 
stance for the original transfer of stock, 
it aggregated $17,000, in which each brother 
had an equitable half interest, or $8,500. 
Further, the agreement covered minority in- 
terests in both instances, there was adequate 
consideration and the contract was likened 
by the Board to the one in Bensel v. Com- 
missioner, supra. The closing comments in 
the review of the Helmholz case, supra, may 
also be adduced in this case. 


Krauss v. U. S., decided February 17, 1944. 
The court below ™ handed down a carefully 
reasoned opinion that distinguishes this case 
from several others reviewed in this discus- 
sion. The material facts are that a family 
corporation of long standing amended its 
charter in 1936 and 1937 so that no stock- 
holder could validly transfer either of two 
classes of stock, A and B, except to a holder 
of the same class of stock for a consider- 
ation of sixty per cent of the book value as 
indicated in the last preceding monthly trial 
balance. There was also a limitation on the 
days within which to exercise the right, and 
the charter amendment further provided for 
Class B holders to acquire such Class A to 
be transferred in default of other Class A 
holders to transfer their stock. The plaintiff 
had made certain gifts to a niece and nephew 
and, relying on the amendment, sought to 
compute the tax on the sixty per cent basis. 
The Commissioner substituted the entire 
book value. It was pointed out that the 
effect of the language did not impose any 
compulsion on a stockholder to sell; nor was 
his estate under any compulsion to sell. 


17 [43-2 ustc { 10,062] 51 F. Supp. 388 (DC 
La.). 
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Quoting Roth v. Wardell,* the lower court 
stated that “the question of valuation ‘is so 
peculiarly one of fact that the decision of 
the Commissioner will rarely be overturned. 
It cannot be overturned by the court if there 
is substantial evidence to support it’.” The 
Commissioner was sustained in his deter- 
mination of the value of the stock. 


Vital Factors 


As the facts show, and as it has so con- 
sistently been indicated in this discussion, 
the close relationship of the parties, the lack 
of adequate consideration, the construction 
of the limitations and the absence of bind- 
ing stipulations in life as well as in death, 
remain as guideposts in drafting a sound 
and workable restrictive agreement. 


The question that may logically arise at 
this point is whether it is in the best inter- 
ests of either a stockholder in a close cor- 
poration or a partner in a firm to enter into 
any buy-and-sell agreement. Widespread 
use of such agreements seems to support 
the proposition that an agreement has def- 
inite merit and should be executed in nearly 
every instance if the problems outlined in 
this discourse are carefully avoided. The 
most compelling factors, it would appear, 
resolve into three considerations: 


(1) A price or price formula in the agree- 
ment made in good faith and fully expres- 
sive of the” sound going-concern value of 
the business. In professional partnerships 
the book value or value of the tangible assets 
should be sufficient, as the subject of good 
will has little or no application. The same 
might also be said for any form of business 
interest that is dependent upon the skill, 
acquaintanceship or other personal capabili- 
ties demonstratively peculiar to the parties 
involved, or unique in themselves.” 


(2) An alternate to showing a fixed price 
would be the substitution of a means for 


8 [35-1 ustc 7 9355] 77 F. (2d) 124. 

”% Estate of Leopold Koffie [CCH Dec. 11.870], 
44 BTA 843 (1941); B. Lawton et al. [CCH 
Dec. 15,161], 6 TC 1093 (1946); Richard A. 
Hopping et al. [CCH Dec. 15,868(M)], 6 TCM 
— (1947); First National Bank of Memphis v. 
Henslee, supra, footnote 12. 
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securing an appraisal by impartial and quali- 
fied persons. 


(3) Terms of agreement should estop the 
signatories from disposing of their interests 
either during their lifetime or during the 
effective period of the contract, whichever 
terminates first. 


It would seem that counsel in drafting 
agreements embodying the foregoing prin- 
ciples may avoid the hazards summarized 
by Randolph E. Paul in his 1946 supple- 
ment to Federal Estate and Gift Taxation: 


“Restrictions do not operate of and by 
themselves to deprive stock of market value, 
and it was pointed out that a restriction 
between private parties might not impair 
the right of government to collect taxes 
upon actual value. The tendency of legal 
development is now in that direction. While 
restrictive agreements may be taken into 
consideration in fixing market value, and 
sometimes may control by themselves, other 
factors of valuation are generally relevant. 
A restriction is a factor to be considered, 
but it may do no more than depress value. 
The answer in the ordinary case must be 


‘a judgment which takes cognizance of every 


factor. ... And in conclusion, a distinction 
should be noted between valuation for estate 
tax purposes and valuation for gift tax pur- 
poses. In the latter type of valuation, one 
is simply obtaining the value of property at 
the date of gift. There is no question, as 
there may be in connection with estate tax 
valuation, whether an optional arrangement 
is in effect a transfer by the decedent ‘in- 
tended to take effect in possession or enjoy- 
ment at or after death’ within the meaning 
of Section 811 (c) of the Code. This ques- 
tion has been suggested in some cases, and 
it may be that an option price in favor of 
a natural object of the decedent’s bounty 
may be held to have the quality of a testa- 
mentary gift or legacy in the absence of a 
sale or adequate consideration in money’s 
worth during decedent’s lifetime. This phase 
of the subject needs further development 
and will no doubt receive consideration in 
future decisions.” [The End] 


2? Section 1834, and cases cited therein. 





by J. H. Landman 
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Tax Briefs... 


Invalid Family Partnership. A husband- 
wife partnership is invalid for tax purposes, 
though valid for other purposes, if the 
wife’s purchase of the partnership interest 
of her husband’s ex-partner was only 
nominal and in reality the husband ac- 
quired his former partner’s interest, because 
the husband conducted all the negotiations, 
the purchase was consummated with bor- 
rowed funds secured primarily by the hus- 
band, and the husband = subsequently 
operated the enterprise. Nordling v. Com- 
missioner [48-1 ustc J 9223], CCA-9, March 
23, 1948; aff’s [CCH Dec. 15,650(M)] 6 
TCM —. 


A partnership consisting of a husband 
as an individual and as a trustee of a 
trust for the benefit of his wife and chil- 
dren, is invalid for tax purpose when neither 
the trust nor the beneficiaries thereunder 
contribute independent capital or vital serv- 
ices to the venture. C. W. Gaidry [CCH Dec. 
16,342(M)], TC memo. op. 


Despite a wife’s independent contribu- 
tion of capital, she is not considered a 
business partner with her husband when 
there was no such partnership agreement. 
Martin Rosol [CCH Dec. 16,325(M)], TC 


memo. op. 


A trust’s partnership interest cannot be 
recognized for tax purposes when neither 
the trustee nor the beneficiaries contribute 
independent capital or vital services. Eu- 
terpe Economos v. Commissioner [48-1 ustc 
{ 9243], CCA-4, April 1, 1948; aff’g [CCH 
Dec. 15,955(M)] 6 TCM —. 


The Fifth Circuit Court of Appeals has 
held, however, in Thomas v. Feldman [46-2 
ustc J 9394], 158 F. (2d) 488, that a trans- 
fer of a partnership interest to a trust may 
be proper for tax purposes. 


Valid Partnership. A__brother-sister 
partnership is considered valid for tax pur- 
poses if she contributes vital services to 
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the venture. W. R. Frank Hines [CCH 
Dec. 16,341(M)], TC memo. op. 


Foreign Tax Credits. Cuban tax on 
gross revenue received for freight and pas- 
sengers taken aboard in Cuban ports may 
be claimed as a credit against federal in- 
come tax because it is in lieu of income 
tax. ET. 3oGs. 


Egypt does not satisfy the similar in- 
come tax credit requirement, with the con- 
sequence that taxes paid to Egypt are not 
allowable as a foreign tax credit. Taxes 
paid to Switzerland and the Canton of 
Geneva do qualify. I. T. 3899; I. T. 3900. 


Alimony Deductions. 
divorced wife in excess of the amounts 
provided in the divorce decree are not 
deductible for income tax purposes, despite 
a subsequent retroactive divorce decree pro- 
viding for the larger payments. Peter Van 
Vlaanderen [CCH Dec. 16,360], 10 TC —, 
No. 93. 


Though annual payments were made by 
a husband to his wife in accordance with 
a written agreement, which did not disclose 
that the payments were incident to a divorce 
granted three years hence, they may qualify 
as deductions if that purpose can be other- 
wise established. Robert Wood Johnson 
{CCH Dec. 16,348], 10 TC —, No. 85. 


Subsidiaries as Separate Tax Entities. 

Where subsidiaries have their own individ- 
ual business purposes, they are regarded 
as separate corporate entities for tax and 
other legal purposes. Commissioner v. Na- 
tional Carbide Corporation [48-1 ustc ¥ 9229], 
CCA-2, March 31, 1948; rev’g [CCH Dec. 
15,681] 8 TC 594. 


Farm Loss. Losses on a farm operated 
for profit and not for pleasure are deduc- 
tible. Charles P. Tatt v. Commissioner 
[48-1 ustc § 9219], CCA-5, March 23, 1948. 


Operating Loss Carry-back. Where a 
farmer is engaged in the business of farm- 


Payments to a 


June, 1948 @ TA XES—The Tax Magazine 





Das- 
may 

in- 
ome 


in- 
con- 
not 
aAXes 
1 of 


900. 


Oo 2 
unts 

not 
spite 
pro- 


Van 


e by 
with 
close 
rorce 
alify 
ther- 
hnson 


tities. 
Jivid- 
arded 
- and 
. Na- 
1229], 

Dec. 


rated 
educ- 
sioner 

1948. 


ere a 
farm- 


zazine 


ing and not in the business of buying and 
selling farms and machinery, a loss arising 
trom the latter activity is not an operating 
loss for carry-back and carry-forward pur- 
poses. Norman A. Lazier v. U. S. [48-1 
ustc § 9252], DC N. D., January 22, 1948. 


Life Insurance Premium on Officer’s Life. 
Premiums paid by a corporation on the 
life insurance of a stockholder are deduc- 
tible if the corporation is not the bene- 
ficiary, and if the premiums, when added 
to the employee’s compensation, do not 
make the latter unreasonable in amount. 
Hubert Transfer & Storage Company [CCH 
Dec. 16,321(M)], TC memo. op. 


Coercion. The acquisition of documents 
by coercion and threats which enabled the 
government to assess taxes is adequate 
ground for denying the Treasury the right 
to collect taxes stemming from such 
evidence. Yoshimura v. Alsup [48-1 ustc 
§ 9234], CCA-9, March 30, 1948; rev’g [47-1 
ustc J 9152] 69 F. Supp. 327 (DC Hawaii). 

Profitable Sale of Livestock. Profits 


from the sale of livestock by a farmer 
vield fully taxable income and not capital 


eains at reduced rates when the size of a. 


herd is not reduced because of the addi- 
tion of its own calves. Albright v. U. S. 
[48-1 ustc $9225], DC Minn. 


Abandonment Loss. In determining the 
amount of an abandonment loss as applied 
to mineral property, full recognition must 
be given to allowable depletion and depre- 
ciation of the entire asset. Frank Lyons 
{CCH Dec. 16,344], 10 TC —, No. 83. 


Banks and Bad Debts. Banks using the 
reserve method of accounting for bad debts 
may not apply this tax treatment to worth- 
less securities. G. C. M. 25605. 


Western Hemisphere Trade Corporation. 
A gain to a Western Hemisphere trade cor- 
poration resulting from insurance proceeds 
on the loss of goods on the high seas is 
income from sources within the United 
States, where the shipment originated. 
I.. T.. 3902: 

Subsistence and Transportation Costs. 
Expenditures for dwelling, subsistence and 
transportation are not deductible by a 
government employee whose post of duty 
is in a city other than where his domicile 
is located. Wiliam W. Todd [CCH Dec. 
16.349], 10 TC —, No. 86. - 


Repairs v. Capital Investment. The costs 
for the lowering of a basement floor and 
elevator shaft are capital investments, re- 
coverable through several annual depreci- 
ation deductions rather than as a one-year 
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deductible repairs expenditure, when their 
purpose was to make the basement adapt- 
able for different business uses. Difco 
Laboratories, Inc. [CCH Dec. 16,350], 10 
TC —, No. 87. 

Tax Court Jurisdiction. Where the 
Treasury’s deficiency notice shows a de- 
ficiency in excess profits tax and a corres- 
ponding overassessment in income tax, the 
Tax Court may not redetermine the over- 


assessment in the income tax liability. Ibid. 


Loss on Sales of Lots. A fully deducti- 
ble loss is allowed on the sale of lots 
bought for rental purposes because they 
constitute property used in trade or busi- 
ness. C. E. Roseman [CCH Dec. 16,327(M) ], 
TC memo. op. 

Waiver of Interest by Taxpayer. The 
waiver of a claim by a widow to the interest 
on her husband’s notes does not result in 
taxable income to her when her claim to 
the interest is outlawed by the statute 
of limitations. Potter v. Fahs [48-1 ustc 
7 9247], CCA-5, April 20, 1948; rev’g [47-1 
ustc § 9291] 71 F. Supp. 675 (DC Fla.). 

Swindling. Money procured by _ swin- 
dling, and not by embezzlement, is in- 
cludible in taxable income, provided state 
law holds that title to the money passes 
to the swindler, if only temporarily. Akers 
v. Scofield [48-1 ustc J 9249], CCA-5, April 
23, 1948; aff’g [47-2 ustc 79358] 73 F. 
Supp. 553 (DC Tex.). 

Association Taxable as Corporation. 
Where a corporation and a few individuals 
acquire land for resale and all the investors 
except one have no interest in the land 
but only in the profits, they constitute 
an association taxable as a corporation. 
Bloomfield Ranch v. Commissioner [48-1 ustc 
{ 9251], CCA-9, April 20, 1948; aff’g [CCH 
Dec. 15,598(M)] 6 TCM 84. 


Ore Dump. An ore dump is not a mine 
and is therefore not subject to deductible 
depletion by the taxpayer who works it. 
Chicago Mines v. Commissioner [47-2 ustc 
7 9385], 164 F. (2d) 785 (CCA-10); cert. 
den. April 26, 1948. 


Beneficiary Liable as Transferee. Even 
though a widow may receive property from 
her husband’s estate free from attachment 
under state law, she is liable for the un- 
paid federal taxes owed by her deceased 
husband. Christine D. Muller [CCH Dec. 
16,354], 10 TC —, No. 89. 

Liquidation of Subsidiary. A plan for 
the liquidation of a subsidiary corporation 
may be found to exist by the Treasury 
and results in a disallowed loss to the 
parent corporation even though care is 
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taken by the parent corporation to avoid 
such a tax result. Burnside Veneer Com- 
pany, Inc. v. Commissioner [48-1 ustc J 9237], 
CCA-6, April 7, 1948; aff’g [CCH Dec. 
15,635] 8 TC 442. 


Revocation of Corporate Charter. When 
a corporate charter is revoked by a state 
for failure to pay state taxes, the corpora- 
tion’s subsequent income is treated as that 
of the owners in fact. Knoxville Truck 
Sales & Service, Inc. [CCH Dec. 16,336], 
10 TC —, No. 80. 


Indiana Tenancies by Entirety. In 
Indiana husbands and wives owning real 
property as joint tenants or tenants by the 
entirety may divide the ordinary and capital 
gains and losses between them for federal 
tax reporting. I. T. 3898. 


Wisconsin Joint Tenants. A _ husband 
may deduct rent paid to his wife for use 
of Wisconsin real property owned by both 
of them as joint tenants if the property 
is used in connection with his business. 


I. T. 3901. 


Louisiana Trust. Income from a Louisi- 
ana trust for the benefit of a husband is 
community property and is therefore divi- 
sible between the husband and his wife for 
income tax purposes. Burglass v. U. S. 
[48-1 ustc J 9240], DC La., April 12, 1948. 


Social Clubs. Social clubs are tax-exempt 
organizations as long as they are operated 
for pleasure, recreation and other nonprofit- 
able purposes, and none of the earnings 
inure to the benefit of the members. Cali- 
fornia State Automobile Association  v. 
Smyth [48-1 ustc $9202], DC Calif., Febru- 
ary 26, 1948. 


Disallowed Loss on Sale of Residence. 
Only when a residence is actually con- 
verted to rental or other business use is a 
loss from its sale allowed. Rea E. Warner 
[48-1 ustc J 9250], CCA-2, April 23, 1948. 


Delinquency Penalty. A_ delinquency 
penalty for the late filing of a capital 
stock tax return is nondeductible, and 
does not constitute either deductible inter- 
est or additional tax. Brooks Equipment 
& Manufacturing Company [CCH Dec. 
16,345(M)], TC memo. op. 


Denial of Casualty Loss. A _ casualty 
loss resulting from the disappearance of a 
valuable show dog is not allowed as a 
deduction when the exact circumstances 
which might have constituted such a loss 
are not established. Waddell F. Smith [CCH 
Dec. 16,359], 10 TC —, No. 92. 


Incentive Pay as “Back Pay.” Back pay 
includes incentive pay measured by sales, 
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and therefore may be attributed to earlier 
tax years if the amount received in the 
year of collection exceeds by at least fifteen 
per cent the taxpayer’s gross income. James 
N. Dean [CCH Dec. 16,353], 10 TC —, 
No. 88. 


Undistributed Profits Tax. A _ refund 
of surtaxes paid on undistributed profits 
is proper where under state law a corpora- 
tion is prohibited from declaring dividends 
because of a deficit arising from the un- 
realized diminution in the value of securities. 
George E. Warren Company v. U. S. [48-1 
ustc § 9220], DC Mass., March 17, 1948. 


Losses Between Relatives. The loss from 
the sale of stock transacted between 
brothers is disallowed as a deduction 
because of the relationship of the parties. 
It would be permitted if consummated 
between a brother and his sister-in-law, 
provided, however, the latter is truly acting 
in her own behalf and not in behalf of 
her husband. WNordling v. Commissioner, 
supra. 


Allocating Income to Earlier Years. 
Long-term compensation may be allocated 
to earlier years giving full effect to the 
forgiveness of the tax to the allocable por- 
tion purported to have been received in 
1942. William F. Knox [CCH Dec. 16,316], 
10 TC —, No. 72. 


Tips. In the absence of records, the 
Commissioner of Internal Revenue may add 
ten per cent to a taxicab driver’s gross 
receipts to allow for tips for taxable income 
purposes. Harry A. Roberts [CCH Dec. 
16,324], 10 TC —,No. 75. 


Treasury’s Estimated Income. The Bu- 
reau of Internal Revenue may reconstruct 
taxable income by increasing purchases and 
estimating dollar sales when the taxpayer’s 
books of account are defective. T. F. Green 
[CCH Dec. 16,331(M)], TC memo. op. 


Assigned Patent Income. Where a hus- 
band assigns a substantial interest in patent 
license contracts to his wife and retains 
control of the contracts by virtue of his 
ownership of stock in the contracting cor- 
poration and, as a consequence, in the 
amount of royalty income, he is therefore 
liable for tax on the royalty income as 
well. Commissioner v. Sunnen [48-1 ustc 
7 9230], S. Ct., April 5, 1948; rev’g [47-1 
ustc § 9237] 161 F. (2d) 171 (CCA-8). 


Personal Holding Company. The sale 
of the rights, title and interest in patents 
results in capital gain, and is therefore not 
personal holding company income. Elrod 
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Slug Casting Machine Company [CCH Dec. 
16,313(M)], TC memo. op. 

Invested Capital Credit. In the absence 
of proof that money or property had 
actually been paid into the corporation, 
the mere voting of an increase in capital 
stock by the taxpayer’s directors does 
not increase its invested capital credit. 
Allegheny Forging Company [48-1  ustc 
{ 5923], CCA-3, April 5, 1948; aff’g [CCH 
Dec. 15,759(M)] 6 TCM 415. 

Debt Cancellation for Invested Capital. 
A taxpayer’s equity-invested capital cannot 
be increased by a cancellation of a debt 
when the taxpayer remains hopelessly in- 
solvent and its own stockholder does not 
own the promissory note. Walgreen, Inc. 
[CCH Dec. 16,320(M) ], TC memo. op. 

Recovery of Debts. A corporation may 
not exclude recoveries of debts, previously 
charged off by its predecessor, from taxable 
income for excess profits tax purposes. 
Rice Drug Company [CCH Dec. 16,347], 
10 TC —, No. 84. 

Capital Additions. When an exchange 
of corporate stock for notes results in 


a capital addition, it may be treated as. 


such to determine 
profits tax credit. 
supra. 


Borrowed Capital. A surety bond is not 


a taxpayer’s excess 
Difco Laboratories, Inc., 


an unconditional promise to pay money, 
and is therefore not treated as borrowed 
capital in arriving at an excess profits credit 


based on invested capital. Canister Com- 
pany v. Commissioner [48-1 ustc ¥ 5918], 
CCA-8, January 18, 1948; cert. den. April 
19, 1948. 

A taxpayer cannot treat as borrowed 
capital, for excess profits tax purposes, con- 
ditional and uncertain amounts which it 
owes, particularly in the absence of an 
instrument of credit. Frankel & Smith Beauty 
Departments, Inc., v. Commissioner [48-1 
ustc J 5919], CCA-2, March 22, 1948; aff’g 
[CCH Dec. 15,904(M)] 6 TCM —. 

Equity-Invested Capital. When stock is 
acquired by a corporation neither as treasury 
stock nor as risk capital but for retirement, 
it is not includible in equity-invested capital 
for excess profits tax purposes. Christ- 
man Company v. Commissioner [48-1 ustc 
{ 5920], CCA-6, March 22, 1948; aff’g [CCH 
Dec. 15,691] 8 TC 679. 

Relinquishment of Control Equivalent to 
Making Gift. The relinquishment of domin- 
ion and control and of the right to 
recapture property constitutes making a 
taxable gift. Estate of Ethel K. Childers 
[CCH Dec. 16,323], 10 TC —, No. 74. 
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Gifts by Old Man Not in Contemplation 
of Death. A ninety-year-old man in ex- 
cellent health may donate his property free 
from the charge that the donation was made 
in-contemplation of death, and thus avoid 
its inclusion in his gross estate for estate 
tax purposes if his true motive was to 
escape the burden of its management. 
Estate of Oliver Johnson [CCH Dec. 
16,355], 10 TC —, No. 90. 


Power to Appoint Not Exercised. Even 
though unexercised, the power to appoint 
by will persons to whom the principal of 
a trust is to be distributed constitutes a 
power to alter a trust. Consequently, the 
remainder interests are includible in the 
gross estate of the decedent for estate tax 
purposes. Estate of Mary M. Reed [CCH 
Dec. 16,314], 10 TC —, No. 70. 


Charitable Bequests. Even though trus- 
tees may invade principal for the pleasure, 
comfort and welfare of the creator’s mother, 
charitable bequests as to amounts may be 
readily ascertainable, and are therefore de- 
ductible from the gross estate of the 
decedent for estate tax purposes. Union 
Planters National Bank v. Henslee [48-1 
ustc § 10,610], CCA-6, March 15, 1948; 
rev’g [47-2 ustc § 10,570] 74 F. Supp. 113 
(DC Tenn.). 


Right to Add to Trust. The decedent’s 
right to add to the principal of a trust 
she created was not a right to retain for 
herself or to designate another beneficiary. 
Hence, trust principal is not includible in 
the decedent-creator’s estate. Central Trust 
Company v. U. S. [48-1 ustc { 10,613], 
CCA-6, March 22, 1948; rev’g [47-2 ustc 
q{ 10,560] DC Ohio. 


Clifford Doctrine. Because the Revenue 
Act of 1942 did not repeal the Clifford 
doctrine, the creator of a trust who retains 
the power to change beneficiaries and to 
accelerate distribution of the trust property 
is taxable on its income. Mercantile-Com- 
merce Bank and Trust Company [CCH Dec. 
15,735], 8 TC 867; aff’d [48-1 ustc J 913] 
165 F. (2d) 307 (CCA-8); cert. den. April 5, 
1948. 


Right to Change Beneficiaries. The 
power to designate by will new beneficiaries 
in the event of a son-beneficiary’s prede- 
ceasing the testator, is of such a nature 
as to render the principal of the trust 
includible in the deceased grantor’s estate 
for estate tax purposes. Estate of Martha 
W. Collins [CCH Dec. 14,880], 5 TC 1276; 
aff'd [47-2 ustc § 10,585] 164 F. (2d) 276 
(CCA-2); cert. den. April 5, 1948. 
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N THE POPULAR MENAGERIE of 

everyday speech, Fido is a dog, Pussy is 
a cat, Squeaky is a pig, Bossy is a cow, and 
Dobbin is a horse. Dobbin is not conjured 
up as a potent rival of Citation or Coaltown; 
he is, rather, a plodding work horse. Good 
old Dobbin. 

And “good old Dobson,” many will echo 
sibilantly, for, appropriately enough, the 
Dobson case* has become the work horse of 
the various appellate courts, where it serves 
many purposes. Is it feasible to reopen 
every tax case for every appeal? Must the 
procession of tax experts, witnesses and 
sundry interested parties be made to march 
over the same parade ground again if the 
facts in the matter were concededly un- 
changed? Is there any refuge for a court 
that is “unwilling to review the litigation on 
its merits”?? Or may the higher court be 
endowed with a wand that permits the facts 
of a case to be solidified as the Tax Court 
found them? 

James N. Collins purchased 300 shares of 
stock of the National City Bank of New 
York from a vendor in Minnesota. In 1930, 
Collins sold 100 shares at a loss of $41,600.80, 
which he showed on his tax return for that 
vear. Another 100 shares resulted in a 
$28,163.78 loss the following year, which was 
duly reported. The remaining 100 shares he 
held for better times. In 1936, he learned 
that the stock had not been registered in 
compliance with the Minnesota Blue Sky 
Laws; moreover, it now appeared that he 
had been induced to purchase by fraudulent 
representation. So Collins brought suit 
against the vendor for yecission of the entire 
transaction. In 1939, the suit was settled 
on a basis giving him a net recovery of 
$45,150.63 of which $29,750.63 was allocable 
to the shares previously sold. The Com- 
missioner insisted that the entire recovery 


1 [44-1 usrc { 9108] 320 U. S. 489 (1943). 

2?Randolph Paul, “Dobson v. Commissioner: 
The Strange Ways of Law and Fact,’’ Harvard 
Law Review, July, 1944, p. 773. 
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Dobson v. Commissioner 
Fact-Finding Stops 

at the Tax Court 


Tax Classics e e by Robert S. Holzman 


was taxable as ordinary gain, and that it was 
immaterial whether the taxpayer had ob- 
tained any tax benefits from the loss deduc- 
tions reported in prior years. The Tax Court 
sustained the taxpayer’s contention that he had 
realized no taxable gain from the recovery. 

The Court of Appeals concluded that there 
was no statutory authority for the Tax 
Court’s “tax benefit” theory; hence, the Tax 
Court’s decision was not “in accordance 
with law,” and the appellate court was em- 
powered to modify or reverse the finding. 
It was reversed. But this decision was re- 
versed by (O rara avis!) a unanimous Su- 
preme Court, the opinion of which was 
delivered on December 20, 1943, by Mr. 
Justice Jackson: 


‘6 ITH the 1926 Revenue Act, Congress 

promulgated, and at all times since 
has maintained, a limitation on the power of 
courts to review Board of Tax Appeals (now 
the Tax Court) determinations. ‘ ... such 
courts shall have power to affirm or, if the 
decision of the Board is not in accordance 
with law, to modify or to reverse the deci- 
sion of the board .. .2. However, even a 
casual survey of decisions in tax cases, now 
over 5,000 in number, will demonstrate that 
courts including this Court have not paid the 
scrupulous deference to the tax laws’ ad- 
monitions of finality which they have to 
similar provisions in statutes relating to 
other tribunals. After thirty years of in- 
come tax history the volume of tax litigation 
necessary merely for statutory interpretation 
would seem due to subside. That it shows 
no sign of diminution suggests that many 
decisions have no value as precedents be- 
cause they determine only fact questions 
peculiar to particular cases. Of course fre- 
quent amendment of the statute causes con- 
tinuing uncertainty and litigation, but all too 
often amendments are themselves made nec- 
essary by court decisions, Increase of poten- 
tial tax litigation due to more taxpayers and 
higher rates lends new importance to ob- 
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servance of statutory limitations on review 
of tax decisions. No other branch of the 
law touches human activities at so many 
points. It can never be made simple, but 
we can try to avoid making it needlessly 
complex. ... 


“Tt it difficult to lay down rules as to what 
should or should not be reviewed in tax 
cases except in terms so general that their 
effectiveness in a particular case will depend 
largely upon the attitude with which the case 
is approached. However, all that we have 
said of the finality of administrative deter- 
mination in other fields is applicable to deter- 
mination of the Tax Court. Its decision, of 
course, must have ‘warrant in the record’ 
and a reasonable basis in the law. But ‘the 
judicial function is exhausted when there is 
found to be a rational basis for the conclu- 
sions approved by the administrative body’. 


6¢¢YONGRESS has invested the Tax Court 

with primary authority for redeter- 
mining deficiencies, which constitutes the 
greater part of tax litigation. This requires 
it to consider both law and facts. What- 
ever latitude exists in resolving questions 


such as those of proper accounting, treating - 


a series of transactions as one for tax pur- 
poses, or treating apparently separate ones 
as single in their tax consequences, exists in 
the Tax Court and not in the regular courts; 
when the court cannot separate the elements 
of a decision so as to identify a clear-cut 
mistake of law, the decision of functions be- 
tween the Tax Court and reviewing courts 
it is of course the duty of the Tax Court 
to distinguish with clarity between what it 
finds as fact and what conclusion it reaches 
on the law. In deciding law questions courts 
may properly attach weight to the decision 
of points of law by an administrative body 
having special competence to deal with the 
subject matter. The Tax Court is informed 
by experience and kept current with tax 
evolution and needs by the volume and variety 
of its work. While its decisions may not be 
binding precedents for courts dealing with 
similar problems, uniform administration 
would be promoted by conforming to them 
where possible. 


“ss GOVERNMENT says that ‘the 
- principal question in this case turns on 
the application of the settled principle that 


the single year is the unit of taxation’. But 
the Tax Court was aware of this principle 
and in no way denied it. Whether an ap- 
parently integrated transaction shall be broken 
up into several separate steps and whether 
what apparently are several steps shall be 
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synthesized into one whole transaction is 
frequently a necessary determination in de- 
ciding tax consequences. Where no statute 
or regulation controls, the Tax Court’s selec- 
tion of the course to follow is no more re- 
viewable than any other question of fact. 
Of course we are not here considering the 
scope of review where constitutional ques- 
tions are involved. The Tax Court analyzed 
the basis of the litigation which produced 
the recovery in this case and the obvious fact 
that ‘regarding the series of transactions as 
a whole, it is apparent that no gain was 
actually realized’. It found that the tax- 
payer had realized no tax benefits from re- 
porting the transaction in separate years. 
It said the question under these circum- 
stances was whether the amount the tax- 
payer recovered in 1939 ‘constitutes taxable 
income, even though he realized no economic 
gain’. It concluded that the item should be 
treated as a return of capital rather than as 
taxable income. There is no statute law to 
the contrary, and the administrative rulings 
in effect at the time tended to support the 
conclusion. It is true that the Board in a 
well considered opinion reviewed a number 
of court holdings, but it did so for the pur- 
pose of showing that they did not fetter its 
freedom to reach the decision it thought 
sound. With this we agree.” 


The case, said the Circuit Court, involved 
only a question of Jaw; the Supreme Court, 
however, found that the issue involved, in- 
stead, a question of fact: that is, whether 
a proper accounting theory was used. Being 
factual, the Tax Court’s decision was not 
subject to further review. 


“In Dobson v. Commissioner, supra, we are 
told that if there was warrant in the record 
and a rational basis for the conclusions of 
the Tax Court, the judicial function of a re- 
viewing court was then exhausted, and ac- 
cordingly, such a decision must be sustained.” * 
“The Tax Court,” said Mr. Justice Murphy, 
“has the primary function of finding the 
facts in tax disputes, weighing the evidence, 
and choosing from conflicting factual in- 
ferences and conclusions those which it con- 
siders most reasonable. The Circuit Courts 
of Appeals have no power to change or add 
to those findings of fact or reweigh the evi- 
dence. The judicial eye must not in 
the first instance rove about searching for 
evidence to support other conflicting infer- 
ences and conclusions which the judges or 
the litigants may consider more reasonable 
or desirable. It must be cast directly and 
primarily upon the evidence of those made 


3 Commissioner v. Breyer [45-2 ustc { 9398], 
151 F. (2d) 267 (CCA-3, 1945). 
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by the Tax Court.”* The usefulness of the 
Tax Court judges “lies primarily in their 
ability to examine relevant facts of business 
to determine whether or not they come 
under statutory language.”* “And the Tax 
Court’s inferences and conclusions in such 
a factual matter, under established principles, 
should not be disturbed by an appellate 
court.” * 


UT the decision was not hailed with 

unanimous approval. If fact-finding 
stops at the Tax Court, who shall say what 
is fact and what law? Mr. Justice Frank- 
furter has referred to “gossamer lines.” * 
“Indeed, we rather suspect that this seem- 
ingly rigid dichotomy of law and fact is only 
a bit of legalistic mummery designed to con- 
ceal from the uninitiated the fact that the 
courts decide these questions about as they 
wish.”* “And, as the Court has ably proven, 
if it really wants to review a case, it will do 
so regardless of the Dobson opinion.”* With 
reference to that case, the Dean of the 
Harvard Law School has written: “No one 
understands its scope, and there is almost 
certain to be more litigation as to the ap- 
plicability of the Dobson rule than there was 
as to the basic questions themselves.” * 
And aside from fact versus law, there is al- 
ways the question of whether a fact is really 
a fact. Thus, an appellate court noted in 
one curious decision that the Tax Court’s 


deductions “fail to attain the dignity of 
factual inferences and can only be described 


as ‘hunches’ A finding of fact must 
have more substantial foundation than an 
intuition. [I]t is well settled that 
speculation cannot be substituted for proof. 
. . . Certainly Dobson v. Commissioner can- 
not be utilized by the Government to justify 
the ‘judicial taxation’ which was inherent in 
the Tax Court’s disposition of this case.” ™ 


Commissioner v. Scottish American Invest- 
ment Company, Ltd. [44-2 ustc 1 9530], 323 U. S. 
119 (1944). 

5 Kelley Company v. Commissioner [46-1 vustc 
f 9144], 326 U. S. 521 (1946). 

® Commissioner v, Flowers [46-1 ustc { 9127], 
326 U.S. 465 (1946). 

™ Burton-Sutton Oil Company, Inc. v. Commis- 
sioner [46-1 ustc { 9243], 328 U. S. 25 (1946). 

* Ray A. Brown, ‘‘Facts and Law in Judicial 
Review,’’ Harvard Law Review, May, 1943, p. 899. 

® Louis Eisenstein, ‘‘Reflections On Tax Admin- 
istration,’’ Harvard Law Review, April, 1945, 
p. 540. A former Acting Commissioner of In- 
ternal Revenue expressed substantially the same 
opinion: Norman D. Cann, ‘‘The Dobson Rule 
and Tax Administration,” The Journal of Ac- 
countancy, November, 1946, p. 409. 

2% Erwin N. Griswold, ‘“‘The Need for a Court 
of Tax Appeals,’’ Harvard Law Review, October, 
1944, p. 1170. 

11 Lueders v. Commissioner [47-2 ustc 10,576], 
164 F. (2d) 128 (CCA-3, 1947). 


HE TAX COURT'S supremacy in the 

realm of facts is a recognition of its 
specialized field. Instead of dealing with 
the whole contentious field of litigation, it 
deals exclusively with taxation. “The factual 
pattern is too decisive and too varied from 
case to case to warrant a great expenditure 
of appellate court energy on unravelling con- 
flicting factual inferences. The skilled judg- 
ment of the Tax Court, which is the basic 
fact-finding and inference-making body, should 
thus be given wide range in such proceed- 
ings.” Whether the Tax Court’s finality 
on factual matters is really sacrosanct, seems 
to have bothered at least one Circuit judge, 
who observed: “That finality depends, as 
we understand, upon the added competency 
which inevitably follows from concentration 
in a special field. Why, if that be so, we 
—or, indeed, even the Supreme Court itself 
—should be competent to fix the measure of 
the Tax Court’s competence, and why we 
should even declare that it is wrong, is in- 
deed an interesting inquiry, which happily 
it is not necessary for us to pursue.” * 

But perhaps this finality will not be for- 
ever. Despite the administrative advantages 
of letting the Tax Court terminate as many 
cases as possible, a bill * was introduced on 
March 3, 1948, by Representative Devitt 
(Republican, Minnesota), which provides for 
a review of all Tax Court decisions by the 
Circuit Courts of Appeals. 


eg SA ee. a new tax development 
has been noted. Since a taxpayer may 
wish to have the opportunity of an appeal 
even on the facts, there is an observable 
tendency to by-pass the Tax Court entirely by 
utilizing a District Court instead, with all 
phases of the proceedings subject to appel- 
late review. “With the Tax Court it may 
prove to be a case of ‘one strike and you 
are out’.”™ Also, if the facts are not too 
strong, the taxpayer might want to see what 
his artful attorney can do in front of a jury 
rather than before Tax Court judges, whom 
the taxpayer might fear would be “case 
hardened.” There is no reason why any 
factual question cannot be submitted to a 
jury, and the tax questions involving the 
Dobson doctrine are factual. 

Now, what about this man Dobson, whose 
name has been one of the most publicized 


12 Scottish American Investment Company, 
Ltd., supra. 

13 Brooklyn National Corporation v. Commis- 
sioner [46-2 ustc J 9309], 157 F. (2d) 450 (CCA-2, 
1946). 

14H. R. 5637. 

1% Hugh C. Bickford, ‘‘The Trial of the Tax 
Court,’’ TAXES—The Tax Magazine, June, 1945, 


p. 492. (Continued on page 536) 


530 June, 1948. @ TAX ES— The Tax Magazine 


—meermodmr=s d 





by Lewis Gluick, C. P.A. 


Talking Shop 


HILE THE NEW LAW was await- 

ing the President’s veto so it could be 
re-enacted, a very smart young life in- 
surance salesman called at our office. We 
say “very smart” advisedly, after we had 
a long chat with him. He made no effort 
to sell us any insurance. He flattered us 
with the idea that we had clients who 
might need insurance (preferably in large 
lots), and that we were in a position to 
help our clients by recommending a talk 
with him. Well, we wish we had a lot 
of clients like that. We could afford to 


buy more insurance for ourselves, even at ° 


the high rates required by our not quite 
senile state. We nearly always recommend 
insurance as the best investment. 


Now here is where the evidence of real 
smartness developed. The young man 
knew that there were tax tangles in heavy 
life insurance. And he wanted to discuss 
some of them, so that he could do more 
intelligent selling. That puts him away 
ahead of most life insurance men we have 
known. Our attitude, however, is this: 
He should not attempt to untangle the 
tax snarl, though he should be keenly aware 
of them. That is a job for the client’s 
lawyer or accountant, or, if you will, for 
the trust officer of his bank—probably for 
all three. 


It is still incomprehensible to us why 
people appoint any individual as trustee 
of an estate, especially if it is of any 
size. True, a brother may renounce the 
trustee’s commission, thus “saving” money. 
A lawyer as trustee is popular because he 
won’t have to hire a lawyer, as a layman 
would. But layman or lawyer, every in- 
dividual is mortal; and a dead trustee can 
cause untold grief while a new one is being 


selected and approved. Trust companies 
are immortal. 


And that raises a point. Why shouldn’t 
an individual trustee, lacking an alternate 
or successor, be required to take out life 
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insurance in favor of every trust he manages 
as indemnity for the expense and trouble 
caused by his death? 


Why all this pother because a bright 
young man flattered our vanity by talking 
shop with us? The point is that the most 
important changes in the new law are in 
the domain of estates and gifts. Oh, yes! 
There have been rate changes that benefit 
millions, but they are mere matters of 
arithmetic. The big changes affect lawyers 
and trust officers. No existing will is 
sound until examined in the light of the 
new law. No life insurance policy gives 
real protection unless it is looked at 
through new Section 826(c) of the Internal 
Revenue Code. Every trust in the old 
community property states must be scruti- 
nized to see whether amendments are in 
order under new Section 113(a)(5). And 
so on, indefinitely. 


And so, this brief questionnaire to all 
persons who have or expect to have any- 
thing to do with a will, trust, estate or 
gift: 

(1) Are you subscribing to a reliable 
tax service? 


(2) If so, are the mailings filed up to 
date? 


(3) Have you read them? 
(4) Is your subscription to TAxEs—The 
Tax Magazine current? There are lots of 


coming articles on these matters which you 
can’t afford to miss. 


Oh, yes! And are all your life insurance 
premiums paid? 


Gross Income 


A pungent phrase in the Ramsey decision 
[CCH Dec. 16,303], 10 TC —, No. 62, 
ought to be emblazoned in every accounting 
and tax text. We quote, therefore, in 
italics: “the items necessary to reduce gross 
sales to gross income.” ‘There may be cases 
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where gross sales are gross income, but 
we have not encountered one yet. We have, 
however, frequently met people who ought 
to know better but considered the two 
practically synomymous. Moreover, we feel 
certain that, to some people, even this cita- 
tion from a Tax Court decision will carry 
no weight. They will dismiss it as a “leval 
technicality.” We wish we could get Arthur 
Metzger to write for publication about 
his experience with one such character. It’s 
funnier than anything Lou Holtz (and 
is that great comedian still alive?) ever 
put on stage or kilocycles. 


In this and other publications we have 
frequently noted the differences between 
good accounting practices and those some- 
times required by the Commissioner. We 
deplore such differences, but are not dis- 
mayed by them as some folks are. If 
books of accounts are properly kept, the 
differences are readily apparent. (See the 
Shop of last June, 1947, page 571.) Further- 
more, the longer we practice taxation, the 
more we insist that better than ninety-eight 
per cent of all tax problems are really 
accounting problems. 


Take a case we got this last season. 
A well-established public accountant called 
us in as tax consultant. He set forth 
his problem orally and then showed us the 
draft returns. It took but a few moments 
of scanning to show us that the problem 
was in two parts. The first part was 
the big one, and was purely a matter of 
accounting. The surplus account was 
not in order; and in Schedule M, the 
initial stood strictly for “mess.” Once we 
straightened that out, the second problem 
was fairly simple: a lot of digging into 
rulings on depletion, to confirm that which 
we (not editorial, but the accountant and 
the Shoptalker) were already fairly sure of. 


A few days ago, an eager student came 
to us with a horrified air. He had heard, 
on impeccable authority, that a certain 
huge corporation was taking depreciation 
on assets already fully depreciated. How 
could that be? Well, if he had been reading 
the various accounting journals lately, he 
would not have been surprised. There has 
been a lot of discussion, pro and con, about 
whether assets, fully amortized rather: than 
depreciated, should be restored to the 
accounts, and depreciation taken thereon. 
The Shoptalker is too conservative to 
advise that, but concedes much merit in 
the arguments of the proponents of the 
plan. There is no reason why that big 
corporation should not be doing it for its 
own accounts and even, with full disclosure, 
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for the SEC. Taxwise, the student’s horror 
would be justified. But here again there 
is no tax problem. If the accounts are 
well kept, and show, in full, just what 
has been done, it is not a great task to 
set up Schedules J and M to satisfy the 
most meticulous “Ira,” and still tell the 
whole truth to the SEC. 


Did You Know This? 


We quote from the case of the Turks 
Head Club, decided by the Third Circuit 
[48-1 ustc J 9211]: 

“The tax in question is laid upon 
dues-paying members as is specifically pro- 
vided in I. R. C. §1710(b), not upon the 
club. The club has the burden of collecting 
the tax, paying it over to the government, 
filing returns, and complying with other 
administrative duties. Any ‘willful’ failure 
to comply with these requirements will 
subject the club to penalties. But 
the club is not liable for the tax if a member 
refuses to pay it. . . . In such cases 

the club is to report the refusal ° 
of the member to the Commissioner, who 
will then make a direct assessment of 
the tax against the individual member.” 
(Italics supplied.) 


Divorce Difficulties 


Honestly folks, we didn’t even know the 
Kotlawski case [CCH Dec. 16,312], 10 TC 
—, No. 69, was on the docket when we 
wrote the column on page 271 of the March 
issue. It just confirms what we said: 
divorce decrees should award custody oi 
the exemptions as well as of the children. 


Family Partnerships 


We believe that under the Revenue Act 
of 1948 cases like that of Jennings [CCH 
Dec. 16,309], 10 TC —, No. 65, will be 
very scarce. But the case is well worth 
reading and noting. Judge Arundell de- 
vised a> method of dividing partnership 
profits in a manner that strikes us as 
equitable. It might be used in similar cases 
where the dispute is among the partners, 
irrespective of taxes. 


Hurray for the Metropolitan! 


We have heard that the Metropolitan Life 
Insurance Company is the world’s largest 


corporation measured by total assets. We 
also have good reason to believe it is the 
largest company measured by number of 
stockholders or policyholders. One reason 
for its eminence appears to us in the case 
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of Boverman [CCH Dec. 16,300], 10 TC —, 
No. 61, who was a salesman for the com- 
pany. “No deduction was allowed for gifts 
of liquor and other items, since taxpayer’s 


contract with his employer forbids such 
expenditures.” 


Wodehouse v. Rohmer 


Don’t go without a haircut until the 
Supreme Court decides the conflict of law 
presented by these cases; just keep a bright 
lookout for them. In the Wodehouse case 
{48-1 ustc {§9221] Judge Soper of the 
Fourth Circuit upholds the taxpayer. He 
takes the Rohmer case [46-1 ustc { 9130] 
apart and leaves it that way. His colleague, 
Judge Dobie, enters a dissent, saying that 
the Rohmer case is all right. If the Supreme 
Court should deny certiorari, anyone having 
anything to do with royalties and copy- 
rights is going to be sorely confused. 


Sunnen [48-1 ustc $9230] does not help 
much. 


Allerton Case 


We have never been in Cleveland, Ohio, 


but if ever we go there, we shall look in . 


at the Allerton Hotel. If it’s as good as 
its namesake in New York, it’s good. But 
we will be more interested in it from the 
tax angle. Judge Simons’ decision is pleas- 
ant reading. We quote from 48-1 ustc 
§ 9218, and wish we had space to quote 
more extensively: 


“The problem posed by the _ present 
appeal is one for which there is no 
precedent. As purely legalistic formal- 
ism, this argumentation bears an aura of 
validity. Realistically considered, however, 
it will not stand analysis. To con- 
sider that requires a naiveté not 
attributable to experienced and_ sophisti- 
cated taxing authority. If numerous ad- 
monitions that taxation is a practical matter 
is not mere rhetoric where the taxpayer’s 
interest is involved, and a working formula 
only when it is of advantage to the 
Treasury, it would seem clear. . . .,” etc. 


You “just gotta” read the whole case 


for full enjoyment. It’s firm and_ fully 
packed. 


Footnotes 


In July, 1937, the Shoptalker, reviewing 
a book by Arnold W. Johnson, said: 


“p 


s00ks must be kept in conformity with 


the law. But we do not like pages on 
which footnotes of legal citations take up 
more space that the text, as on pages 323 
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and 334, for example, where the ‘tail seems 
to be wagging the dog’.” 


After eleven years, all we can add is that 
Mr. Stewart agrees with us. 


Section 23 (u) in California 


According to an opinion of the Attorney 
General (issued on March 15, and reported 
at CCH CA.trorn1A TAx Reports { 19-519), 
alimony paid by a Californian to a yon- 
resident wife is not income to the wife. 
Hence, “it says here,” it is not deductible 
by the husband on his state return. Who 
are we to question the Attorney General 
on a matter of law? But under the First 
Amendment to the United States Con- 
stitution, we have the right to exclaim 
loudly, “It isn’t justice!” 


Lawyers, Attention! 


When a couple of lawyers win tax cases 
in which they are also litigants, that’s news. 
When the Tax Court enters a six-man 
dissent, that’s a warning. Very few lawyers 
will be affected by the Knox [CCH Dec. 
16,316] and Moorehead cases [CCH Dec. 
16,318(M)], but all lawyers should find 
them interesting. 


Bonuses to Employees 


Between the beginning of January and 
the end of March, we made several public 
appearances on various tax topics before 
lunch clubs, lodges, etc. Our most popular 
subject (we had to give it four times) was 
“Five Crying Shames of Federal Taxation.” 
To show you how much Congress heard 
about it, not one of these “shames” was 
corrected in the new law, and only one 
(the margarine tax) was even debated. 


The item we stressed the most was 
the inadequacy of the appropriation for 
revenue agents and deputy collectors. 
There was little to add to the discussion in 
“Washington Tax Talk” in the November, 
1947 issue of this magazine, but we added 
it. In the early thirties, the WPA gave the 
Bureau a few million dollars, which the 
Bureau spent in hiring unemployed lawyers 
and accountants to make field checks of 
the old 1040a’s (under $5,000). They paid 
off nearly four to one. Yet no renewal 
of the allotment was made. We don’t know 
why, but we fear too many small-time 
chislers talked too much to too 


many 
politicians. 


The small-time chisling now prevalent 
is revealed in the case of Nelsen [CCH Dec. 
(Continued on page 536) 
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Administrative «ee 


APPELLATE AND OTHER COURTS 


Estate tax: Gross estate: Jury trial: 
Court’s charge—In 1934 and 1935, dece- 
dent gave shares of stock to her husband. 
The question arose as to whether the gift 
was completed, so that the shares would 
not be included in decedent’s estate for 
taxation purposes. If decedent had retained 
the right to use the stock as collateral 
for a loan by a bank, the gift would not 
have been absolute. The jury found, on 
the evidence, that an absolute gift of the 
stock was made, to prevent its inclusion 
in the estate. However, the court set aside 
the verdict in favor of plaintiff and rendered 
judgment in favor of defendant, upon the 
latter’s motion for judgment in his favor 
notwithstanding the verdict—DC Ga. 
Frank D. Foley, Administrator of Estate of 
Mrs. Adele L. Foley, Deceased, Plaintiff v. 
Marion H. Allen, Collector of Internal Reve- 
nue, Defendant, 48-1 ustc § 10,600. 


Estate tax: Deductions: Jury trial: 
Court’s charge.—The question was whether 
a note owing to a bank should be deducted 
in determining decedent’s net taxable estate. 
The note was not deductible unless dece- 
dent had received the consideration given 
for it. The jury found, on the evidence, 
that decedent had received the considera- 
tion for the note, to permit its deduction 
for estate tax purposes. However, the 
court set aside the verdict in favor of 
plaintiff and rendered judgment in favor of 
defendant, upon the latter’s motion for 


judgment in his favor notwithstanding the - 


verdict—DC Ga. Ibid. 


Estate tax: Payment pursuant to in- 
valid regulation: Refund not barred by 
waiver of assessment restrictions.—In filing 
their estate tax return, decedent’s repre- 
sentatives included income received by the 
estate during the twelve months which 
elapsed after decedent’s death in 1936. This 
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income was included pursuant to a regu- 
lation of the Commissioner requiring such 
inclusion where the optional valuation date 
was selected. Subsequently, the representa- 
tives entered into a compromise agreement 
with the Commissioner whereby the value 
of closely held stock forming a part of the 
estate was fixed. In connection with this 
agreement, the representatives, in 1939, 
executed a waiver of restrictions against 
immediate assessment and collection of the 
deficiency in estate tax determined by the 
agreement. After the United States Su- 
preme Court held, in Maass v. Higgins, 44-1 
ustc § 10,032, 312 U. S. 443, that post- 
mortem income was not includible, the 
representatives brought suit for refund on 
account of the overpayment resulting from 
their inclusion of such income in the return. 
It was held that the representatives did not 
bargain away their right to such a refund 
when they executed the waiver and were 
entitled to the refund. Although the waiver 
provided that the representatives, upon re- 
quest of the Commissioner, would execute 
at any time a final closing agreement as 
to estate tax liability, no such request was 
made prior to institution of this suit—DC 
N. Y. Elizabeth O’Connor and James O’Con- 
nor, Jr., as Executors of the Last Will and 
Testament of James O’Connor, Deceased, 
Plaintiffs v. United States of America, De- 
fendant, 48-1 ustc { 10,615. 


TAX COURT 


Estate tax: Insurance premiums paid 
prior to January 10, 1941: Reversionary 
interest after that date—Decedent took 
out policies of insurance on his life in favor 
of his children, without retaining the right 
to change the beneficiaries. However, each 
of the policies provided that the beneficiary’s 
interest should vest in decedent if he sur- 
vived the beneficiary. Decedent paid all 
premiums prior to his death in 1943. The 
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reversionary interest was considered as an 
incident of ownership for the purpose of 
applying Code Section 811 (g) (2) (A). 
Under Section 404 (c) of the 1942 Revenue 
Act, amending Section 811 (g), the propor- 
tion of the insurance proceeds represented 
by the premiums paid prior to January 10, 
1941, was held properly includible in the 
gross estate, by reason of decedent’s re- 
servation of a possibility of reverter after 
that date—Estate of Herman D. Brous, 
Rebecca H. Brous, Administratrix v. Com- 
missioner, CCH Dec. 16,330. 


TAX COURT— 
MEMORANDUM OPINION 


Estate tax: Joint estates: Payment of 
tax on community income as contribution 
to joint estate—All of the property of 
decedent and his wife was jointly held 
except for the portion used in his business. 
This property had been derived from com- 
munity income earned by decedent prior to 
his death in California in 1943. Decedent’s 
wife filed separate income tax returns for 
1941, 1942 and 1943, and paid the taxes on 


one half of the community income for 


those years. It was held, nevertheless, 
that a trust was not thereby impressed 
upon the joint estate in her favor, and that 
she could not be considered as having made 
a contribution to the joint estate. There- 
fore, the amount of the taxes paid by her 
was not excludable in determining the value 
of the jointly held property subject to tax. 
—Estate of John E. Burrell, Deceased, Arley 
M. Burrell, Executrix v. Commissioner, CCH 
Dec. 16,339(M). 


STATE COURTS 


Sales: Meals consumed by hotel employ- 
ees.— Meals consumed by hotel employees 
who prepare and serve them are not subject 
to the two per cent gross receipts tax if 
there is no contract between the employer 
and his employees to reduce wages by rea- 
son of such service. The court held that 
it is dificult to see how a specific sale 
is made in such a transaction unless it 
can be shown that materially larger quanti- 
ties of food are prepared than would 
be prepared if the employees did not con- 
sume such meals.—Ark. Cook, Commissioner 
of Revenues v. Southwest Hotels, Inc., CCH 
ARKANSAS TAX REports { 7815. 


Lifetime transfer: Termination of trust 
upon death of survivor.—An irrevocable 
trust created by decedent provided for 
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distribution of the income, in the discretion 
of the trustees, to decedent, her husband 
or daughter, and termination of the trust 
upon the death of the survivor of decedent 
and her husband, with transfer of the 
corpus to the daughter, if living, or to her 
issue, if she predeceased her mother and 
father. Decedent’s husband predeceased 
her. Decedent’s death was the event which 
gave the daughter full enjoyment of the 
principal of the trust, and the transfer at 
that time was taxable as a transfer to take 
effect at death—Conn. Ellen G. Fabian, 
Administrairix (Estate of Elizabeth Y. 
Gallaudet) v. Walter W. Walsh, Tax Com- 
missioner, CCH INHERITANCE ESTATE AND 
Girt Tax Reports { 16,248. 


Liability for tax penalties.—In a suit for 
settlement of the estate, brought by dece- 
dent’s sole beneficiary, the executor could 
not be held personally liable for interest 
penalty on inheritance taxes under the facts 
of the case since the obligation was placed 
as much upon the beneficiary as upon the 
executor—Ky. Harriet E. Motch’s Execu- 
trix, Alice Motch Denbow et al., Appel- 
lants v. H. E. Motch’s Executors, A. B. 
Motch and George Motch et al., Appellees, 
CCH INHERITANCE ESTATE AND Grrr TAx 
Reports § 16,256. 


Personal income: Basis for gain or loss. 
—Where trustees of a revocable trust sell 
securities after the death of the settlor, 
the basis for the determination of gain or 
loss is the value of the securities as of the 
date the trust became irrevocable by the 
death of the settlor—Mass. Ayer et al., 
Trustees v. Commissioner of Corporations 
and Taxation; Second National Bank of 
Boston, Trustee v. Commissioner of Cor- 
porations and Taxation, CCH MASSACHUSETTS 
Tax Reports J 18-005, 18-006. 


Bank excise (income): Recovery of 
written-off loan—Where a bank deducts 
the amount of a loan to effect a reduction 
in its net income, with the result that it 
receives a tax benefit, and subsequently re- 
covers the amount of the loan, such re- 
covery constitutes income for tax purposes 
in the year when received.—Mass. Broad- 
way National Bank of Chelsea v. Commis- 
sioner of Corporations and Taxation, CCH 
MASSACHUSETTS TAX REportTs J 90-501. 


Property: Taxes on intangible personal 
property.—The court affirmed the judg- 
ment of the trial court holding that a 
company is not entitled to deduct from 
accounts receivable, when computing taxes 
on intangible personal property under Act 
301, Laws 1939, mortgage bonds and con- 
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struction notes issued in connection with 
the extension of its plants and facilities. 
In the amendment to Section 3 (a) (2) of 
the above-mentioned act by Act 165, P. A. 
1945, no substantial change was actually 
made in the language of the act, the inter- 
pretation of which is controlling.—Mich. 
Detroit Edison Company v. State et al. 


Doing business: Service of process on 
nonresident.—The Nevada courts will give 
full faith and credit to a California judg- 
ment, secured against a resident of Nevada, 
which was based on a motor vehicle acci- 
dent on the highways of California. The 
method of service of process under the 
California statute, whereby a state official 
is designated as the proper person to re- 
ceive service of process and notice is also 
communicated to the nonresident, is valid. 
This method of service of process has been 
developed in the statutes of a number of 
states and may result in valid service of 
process against a corporation, notwithstand- 
ing the fact that its only business in the 


state is the operation of the corporation’s 
vehicles by its employees—Nev. Kroll v. 
Nevada Industrial Corporation. 


Penalty interest on tax.—Penalty inter- 
est on a federal tax is not a part of the 
tax but something in addition to the tax. 
Neither Section 124 of the Decedent Estate 
Law nor the provisions of the will against 
apportionment of estate taxes extends to 
apportionment or nonapportionment with 
respect to penalty interest on such tax. 
The entire impact of penalty interest is, 
therefore, not necessarily payable in the 
same manner as the tax. Where the resi- 
duary estate is given in trust, penalty inter- 
est is payable from the income earned upon 
that portion of the trust principal devoted 
to the payment of estate taxes for the 
period commencing fifteen months from 
the death of the testator, and the trust 
principal bears any balance of such penalty 
interest.—N. Y. Estate of D. C. Reid, CCH 
INHERITANCE EstATE AND Girt Tax REports 
16,250. 
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16,322(M)]. Bonuses paid to Nelsen’s em- 
ployees were charged to entertainment 
expense. Judge Disney upheld the Com- 
missioner’s* disallowance of this item as 
either entertainment or sales expenses. We 
wish there were some means of getting 
this case into big type on front pages 
to discourage people who know better from 
doing just what Nelsen tried to do. But 
with so few revenue men to audit returns, 
it’s about ninety-seven to three that such 
petty larceny will be undetected. In such 


a case there is a small chance of an em- 
ployee’s telling off on the boss, for the 
employee doesn’t want to report that bonus 
as income. 

We should also like to see big publicity 
given to the Roberts case [CCH Dec. 
16,324], 10 TC —, No. 75. Tips given to 
(or exacted by) taxi drivers are taxable 
income to the driver as if they didn’t know 
that already! But, again, for lack of 
enforcement the law is flouted. 


[The End] 


TAX CLASSICS—Continued from page 530 


| 





in recent tax literature? Actually he is one 
of the forgotten men of tax lore. The Su- 
preme Court entirely omitted all reference 
to John V. Dobson, except in a terse foot- 
note citation. The Circuit Court had con- 
solidated four actions into one case, and the 
specific problems discussed happened to in- 


volve James N. Collins. Mr. Dobson re- 
mained only a fact, and he proved the truth 
of the essence of the Dobson case — that is, 
fact-finding stops at the Tax Court — for 
he is not to be found in the body of the 
record after that point. [The End] 
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ALABAMA 








July 1 
Automobile dealers’ report due. 






July 10—— 
Alcoholic beverage report and 
public service licensees due. 
Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 













July 15—— 





gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 












July 20—— 

Automobile dealers’ report due. 

Carbonic acid gas report and payment 
due. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Jasper occupation tax return and pay- 
ment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 

Use tax report and payment due. 
















July 30—— 


Forest products severance tax report and 
payment due. 








ARIZONA 





July 5—— 


Alcoholic beverages licensees’ report due. 
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July 10—— 
Wholesalers of ‘malt, vinous and spirituous 
liquors, report and payment due. 


July 15—— 
Gross income report and payment due. 
july 20—— 


Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


July 25—— 


Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and pay- 
ment due. 


ARKANSAS 





july 1 
Cigarette dealers’ permit renewal due. 
Public utilities’ gross earnings report and 

remainder of fee due. 





First Monday 
Bank share tax report due. 


July 10—— 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 


Statement of purchases of natural re- 
sources due. 


Third Monday 


Bank share tax installment due. 
Property tax installment due. 





July 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 
July 25—— 


Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 


CALIFORNIA 





july 1 
Common carriers’ distilled 
report and payment due. 
Gasoline tax report and payment due. 
Public utilities transmitting money, tax 
due. 


spirits tax 
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july 15—— 


Beer and wine report and tax due. 

Common carriers’ report of alcoholic bev- 
erages imported due. 

Distilled spirits report and tax due. 

Motor carriers of property for hire, report 
and payment of gross receipts tax due. 

Off-sale general liquor licensees’ quarterly 
report due (last day). 

Use fuel tax report and tax due. 


July 20 


Motor carriers’ gross receipts report and 
tax due. 


july 31 


Sales tax report and payment due. 
Use tax report and payment due. 


COLORADO 
July 5—— 


Alcoholic beverage manufacturers’ report 
due. 


Motor carriers’ tax due. 
July 10—— 
Motor carriers’ report due. 
July 14— 
Sales tax report and payment due. 
Use tax report and payment due. 
July 15—— 
Coal mine owners’ report due. 


Coal tonnage tax report and payment 
due. 


Denver sales tax report and payment due. 
Income tax second installment due. 


july 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 
july 31 


Property tax second installment due. 


CONNECTICUT 
July 1 


Gasoline tax due. 


july 15—— 


Cable, car, express, telegraph, telephone, 
electric, gas power and water com- 
panies’ tax due. 

Gasoline tax report due. 

Gasoline use tax report and payment due. 


July 20—— 


Alcoholic beverage tax return and pay- 
ment due. 
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july 30—— 
Sales and use tax return and payment 
due. 
DELAWARE 
July 1 


Express companies’ tax due. 

Franchise tax due. 

Railroad tax installment due. 

Telegraph and telephone tax due. 
July 10—— 

Bank share report due. 


July 15—— 


Filling stations’ gasoline tax report due. 
Manufacturers and importers of alco- 
holic beverages, report due. 


July 30—— 
Income tax second installment due. 


July 31—— 


Distributors’ gasoline tax report and 
payment and carriers’ report due. 


DISTRICT OF COLUMBIA 
July 10—— 
Licensed manufacturers and wholesalers 
of beer, report due. 
Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 


due. 
July 15—— 
Beer tax due. 


July 25—— 


Gasoline tax report and payment due. 


July 31 


Personal property tax return due (last 
day). 


FLORIDA 
july 1 
Auto transportation companies’ 
and tax due. 
Chain store license tax and report due. 
Franchise tax report and payment due. 


July 10—— 
Agents’ and wholesalers’ cigarette tax 
report due. 
Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


July 15—— 


report 


Dealers’, importers’, and carriers’ gasoline 
report due. 
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Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report 
due. 

Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 
erage report due. 


July 25—— 
Gasoline sales tax and storage tax report 
and payment due. 


Oil and gas production tax report and 
payment due. 





GEORGIA 


July 10— 
Cigar and cigarette wholesale dealers’ 
report due. 
Distilled spirits wholesale dealers’ report 


due. 
Motor carriers’ report due. 
July 15— 
Malt beverage tax report due. 
July 20—— 


Gasoline tax report and payment due. 


IDAHO 
July 15—— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 
Cigarette wholesalers’ drop shipment re- 
port due. 
Electric power companies’ report and 
tax due. 
Gasoline tax report and payment due. 
July 25—— 


Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


ILLINOIS 
July 1 


Insurance gross premiums tax due. 





July 10— 
Motor carriers’ mileage tax report and 
payment due. 
July 15—— 


Alcoholic beverage tax report due. 

Cigarette tax return due. 

Public utilities’ tax report and payment 
due. 


Sales tax report and payment due. 
July 20—— 

Gasoline tax report and payment due. 
State Tax Calendar 


July 30—— 
Gasoline transporters’ report due. 
July 31 
Franchise tax due (last day). 





INDIANA 
July 1— 
Alcoholic vinous beverage tax due. 
Navigation companies’ property tax re- 
turn and payment due. 
Motor carriers’ registration fee due. 


July 10— 


Cigarette distributors’ interstate business 
report due. 


july 15— 
Alcoholic vinous’ beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Use fuel tax report and payment due. 


July 20—— 
Bank and trust companies’ intangibles 
tax report due. 
Bank and trust companies’ share tax 
report and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 


July 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 


Fuel dealers’ use fuel tax report and 
payment due. 


July 30—— 
Corporation report due (last day). 
july 31—— 
Gross income tax report and payment 
due. 
IOWA 
July 1— 


Chain store license tax due. 
Motor carriers’ additional tax due. 
Stock transfer report due. 


July 10—— 
Carriers’ gasoline tax report and pay- 
ment due. 


Class “A” permittees’ beer tax report and 
payment due. 


July 20—— 


Gasoline tax report and payment due. 
Sales tax report and payment due. 
Use tax report and payment due. 
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KANSAS 
July 10— 


Malt beverage report due. 


July 15— 
Carriers’ gasoline and fuel use tax report 
due. 


Compensating tax report and payment 
due. 


Motor carriers’ gross ton mileage tax 
report and payment due. 


July 20—— 
Sales tax report and payment due. 
Use fuel report and payment due. 
July 25— 
Gasoline tax report and payment due. 


KENTUCKY 
July 1 
Public service commission maintenance 
fee due. 


July 10—— 
Amusement and 
and tax due. 
Distilled liquors blenders’ and rectifiers’ 
tax payment due. 
Refiners’ and importers’ gasoline tax re- 
port due. 


July 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Income tax second installment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 
July 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 
july 21 
Banks’ deposit report due. 


July 31 
Dealers’ and transporters’ gasoline tax 
report and payment due. 


LOUISIANA 


entertainment report 


july 1 
Soft drinks tax report due. 
Tobacco tax report due. 


July 10— 
Importers’ beer report due. 
Importers’ gasoline tax report due. 


Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 
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July 15— 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 
Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 


July 20—— 

Beer wholesale dealers’ tax report and 
payment due. 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax and report due. 

New Orleans sales and use tax report 
and payment due. 

Sales and use tax report and payment 
due. 


july 30—— 

Carriers’ quarterly report and payment 
due. 

Gas gathering tax report and payment 
due. 

Natural resources severance tax report 
and payment due. 

Petroleum products report and tax due. 

Public utility and pipe line report due. 


MAINE 
july 1 
Bank share tax due. 
July 10—— 


Malt beverage manufacturers’ and whole- 
salers’ report due. 


July 15— 
Use fuel tax report and payment due. 
July 31 


Gasoline tax report and payment due. 
Road tax report and payment due. 


MARYLAND 
July 10—— 


Admissions tax payment due. 
Beer tax report and payment due. 


July 15—— 
Income tax second installment due. 
Sales and use tax report and payment due. 


july 30—— 


Purchasers of cargo lots of motor fuel, 
report due. 


july 3i—— 
Gasoline tax report and payment due. 
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MASSACHUSETTS 





July 1 
Cigarette license fee due. 
Insurance companies’ premium tax due 
(last day). 


Personal property tax first installment 
due. 


Real property tax due. 


July 10— 


Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 


July 20—— 
Cigarette tax report and payment due. 
July 31 
Motor fuel tax report and payment due. 





MICHIGAN 
July 5—— 


Carriers’ gasoline statement due. 


July 10— 


Common and contract carriers’ report 
and fee due. 


July 15—— 


Sales tax report and payment due. 
Use tax report and payment due. 


July 20—— 

Cigarette report and tax due. 

Diesel fuel users’ report and payment 
due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Fuel sold for use on vessels, tax due. 

Gas and oil severance tax report and 
payment due (last day). 


MINNESOTA 
July 10-— 


Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 


July 15— 


Interstate motor carriers’ mileage tax 
due. 


July 20—— 
Cigarette tax and report due. 


July 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 
Tractor fuel sellers’ report due. 
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MISSISSIPPI 

July 5—— 

Factories’ report due. 
July 10—— 

Admissions tax report and payment due. 
July 15—— 

Carriers’ gasoline tax report and payment 

due. 


Franchise tax report and payment due. 

Manufacturers, distributors and whole- 
salers of tobacco, report due. 

Retailers, wholesalers and distributors of 
light wine and beer, report due. 

Sales tax report and payment due. 

Timber severance tax report and payment 
due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


July 20—— 
Gasoline distributors’, refiners’, and pro- 
cessors’ report and payment due. 





July 25—— 
’ Oil severance tax and report due. 
July 31 
Factories’ annual report due. 
MISSOURI 
july 5—— 
Nonintoxicating beer permittees’ report 
due. 


St. Louis merchants’ and manufacturers’ 
ad valorem license tax return due (last 
day). 


July 10— 


Oil inspection tax report and payment 
due. 


Receivers of petroleum products, report 
due. 


July 15— 


Alcoholic beverage sales report due. 
Retail sales tax report and payment due. 





July 25—— 
Use fuel tax report and payment due. 
July 31 
Gasoline distributors’ report and pay- 
ment due. 


Soft drinks manufacturers’ report and 
payment due. 


MONTANA 
July 1—— 


Moving picture theatre licenses issued 
and tax due. 
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July 15—— 

Brewers, wholesalers and transporters of 
beer, report and payment due. 

Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
Motor carriers’ additional fee due. 
Motor carriers’ annual fee due. 


July 20—— 
Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 


July 30—— 

Carbon black producers’ license tax re- 
port and payment due. 

Cement producers’ and dealers’ tax report 
and payment due. 

Coal mine operators’ tax report and pay- 
ment due. 

Oil producers’ license tax report and 
payment due. 

Telegraph and natural gas companies’ 
tax and report due. 













































NEBRASKA 
July 1 
Domestic corporations’ occupational tax 
report and payment due. 
Personal property tax second installment 
due. 


July 10—— 
Cigarette distributors’ report due. 


july 15— 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
‘Gasoline tax report and payment due. 





July 31—— 
Foreign corporations’ occupational tax 
and report due (last day). 


NEVADA 





july 1 
Corporation report due. 


First Monday 


Electric light, heat and power, gas, street 
railways, telegraph, telephone and water 
companies’ tax due. 


July 10— 
Liquor report by out-of-state vendors 
due. 








Second Monday 
Property tax return due (last day). 


542 





June, 19448 @© TAXES—The Tax Magazine 





July 15—— 
Carriers’ gasoline tax report due. 


Manufacturers’ and importers’ alcoholic 
beverage report due. 


Toll roads and bridges quarterly tax and 
report due. 


July 25—— 
Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 


July 31 


Mines’ net proceeds tax report due. 





NEW HAMPSHIRE 





July 1 i 
Public utilities’ property report due. . 
July 10—— 
Manufacturers’, wholesalers’ and _ im- 


porters’ alcoholic beverages report due; 
wholesalers’ payment due. 


July 15— 


Use fuel tax report and payment due. 


july 31 
Motor fuel report and tax due. 








NEW JERSEY 
July 10—— 
Busses (interstate) report and excise tax 
due. 
Jitneys (municipal) gross receipts report 
and tax due. 


July 20—— 

Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due, 

July 25—— 


Busses (municipal) gross receipts report 
and tax due. 








july 30—— 
Carriers’ gasoline tax report due. 
July 31 
Distributors’ gasoline report and pay- 
ment due. 
NEW MEXICO 
july 1 





Merchants’ license tax second semiannual 
or third quarterly installment due. 
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July 15— 


Income tax due. 

Occupational gross income tax report 
and payment due. 

Oil and gas conservation report due. 

Severance tax and report due. 


July 20—— 
Electric, gas, water and steam companies’ 
inspection fee due. 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 


July 25—— 
Gasoline tax report and payment due. 
Use or compensating report and payment 
due. 


July 30—— 
Oil and gas well production tax report 
due. 


NEW YORK 
July 1— 
Village property tax due (last day). 


July 15— 
New York City occupancy tax return. 
and payment due. 
Personal income tax return second in- 
stallment due. 


July 20—— 
Alcoholic beverage tax and report due. 
New York City occupancy tax and re- 
port on room rental in hotels, apart- 
ment hotels and rooming houses due. 
New York City sales and use tax return 
and payment due. 


July 25— 
Conduit companies’ tax and report due. 
New York City public utility excise re- 
turn and payment due. 
July 31—— 
Gasoline tax report and payment due. 


NORTH CAROLINA 
July 10—— 


Carriers’ gasoline tax report and payment 


due. 


Distributors and bottlers of unfortified 


wines, report and payment due. 


Railroads’ alcoholic beverage report due. 


July 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 
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July 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 


July 30—— 
Electric light, power, street railway, gas, 
water, sewerage and telephone com- 
panies’ report and tax due. 


july 31—— 
Franchise tax report and payment due. 


Lightning rod dealers’ and manufacturers’ 
report and payment due. 


NORTH DAKOTA 
July 1 
Oleomargarine license fee due (biennial 
requirement). 
Railroad and telephone company property 
tax report due. 
july 10—— 
Cigarette distributors’ report due. 
July 15—— 
Beer tax report and payment due. 


Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 


July 20—— 
Sales tax report and payment due. 
Use tax report and payment due. 


July 25—— 
Use fuel tax report and payment due. 





OHIO 
july 10—— 
Cigarette wholesalers’ report due. 
Class “A” and “B” permittees’ alcoholic 
beverage report due. 


July 15—— 
Cigarette use tax and report due. 
Franchise tax due. 
Private motor carriers’ tax due. 
Public motor carriers’ tax due. 
Use tax report and payment due. 


July 20—— 

Bank share tax due. 

Dealers’ gasoline tax report due. 

Domestic insurance companies’ premiums 
tax due. 

Intercounty corporations, dealers in in- 
tangibles and public utilities, intangi- 
bles tax due. 


July 30—— 
Carriers’ gasoline tax report due. 
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July 31 

Columbus employers’ withholding return 
due. 

Gasoline tax due. 

Supplemental sales tax report and pay- 
ment due. 

Toledo employers’ withholding return 
and tax due. : 


OKLAHOMA 
July 5—— 
Operators’ report of mines other than 
coal mines due. ; 


July 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 
July 15—— 
Carriers’ mileage tax report and payment 
due. 
Dealers’, retailers’ and carriers’ gasoline 
tax report due. 
Sales tax report and payment due. 
Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


July 20—— 

Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors of gasoline and purchasers 
of imported gasoline, tax report and 
payment due. 

Rural electric cooperatives’ property tax 
return and payment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


july 30—— 
Cotton manufacturers’ 
due. 


July 31 


Oil, gas .and mineral gross production 
report and payment due. 


report and tax 


OREGON 
july 1 


Corporation license tax report due. 
July 10—— 


Oil production tax report and payment 
due. 


July 15—— 


Excise (income) tax second installment 
due. 
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Forest products severance tax report and 
remittance due. 
Personal income tax second installment 


due. 
July 20—— 


Alcoholic beverage tax report and pay- 
ment due. , 

Motor carriers’ report and tax due. 

Use fuel tax report and payment due. 


July 25—— 

Gasoline tax report and payment due. 
July 30—— 

Withholding tax return and payment due. 


PENNSYLVANIA 
July 10—— 
Importers of spirituous and vinous liq- 
uors, report due. 
Malt beverage report due. 
Soft drinks tax report due. 


July 15—— 


Employers’ return of tax withheld at the 
source under Philadelphia income tax 
due. 


Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


july 31 


Gasoline tax report and payment due. 
Philadelphia personal property tax due. 
Use fuel tax report and payment due. 


RHODE ISLAND 
July 10—— 


Manufacturers’ alcoholic beverage report 
due. 


July 15—— 
Gasoline tax report and payment due. 
July 20—— 


Sales and use tax return and payment due. 


SOUTH CAROLINA 
july 1 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 
Motor carriers’ tax installment due. 
July 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage 
sales and additional tax due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ annual report and balance of 
third additional tax due. 


Power tax return and payment due (last 
day). 
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July 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 


Users of fuel oil, tax return and payment 
due. ~ 


SOUTH DAKOTA 
July 1 
Motor carriers of passengers, tax due. 


July 102— 


Interstate motor carriers’ report and tax 
due. 


July 15— 

Alcoholic beverage sales report due. 

Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax due. 

Motor carriers of property, tax due. 

Occupational retail sales tax quarterly 
return and payment due. 

Use fuel tax report and payment due. 

Use tax quarterly return and payment 
due. 


July 20—— 
Passenger mileage tax due. 


July 30-—— 


Mineral products severance tax report 
and payment due. 


July 31 
Dealers’ gasoline tax report due. 


TENNESSEE 
July 1 
Corporation report and fee due. 
Excise (income) tax return, payment and 
information return due. 
Franchise tax report and payment due. 


July 10—— 
Alcoholic beverage report due (last day). 
tarrel tax on beer due. 
Carriers’ gasoline tax report due. 
July 15—— 
Carriers of use fuel, report due. 
Users of fuel, report due. 


July 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 

Liquid carbonic acid gas tax due. 

Oil production tax report and payment 
due. 


Sales and use tax report and payment due. 
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TEXAS 
July 1 

Commercial .and collection agencies’ tax 
report and payment due. 

Contract carriers’ occupation tax report 
and payment due. 

Public utilities’ tax report and payment 
due. 

Radios, cosmetics and playing cards tax 
report and payment due. 

Sulphur production tax report and pay- 
ment due. 

Textbook publishers’ tax report and pay- 
ment due. 


July 15—— 
Oleomargarine 
due. 


dealers’ report and tax 


July 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 
tax report and payment due. 


July 25—— 


Admissions tax report and payment due. 

Carbon black production tax report and 
payment due. 

Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theatres, tax report 
and payment due. 


July 30—— 


Oil production tax report and payment 
due. 


UTAH 
July 1 


Public utility fee due. 
July 10—— 
Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 
july 15 
Sales tax return and payment due. 
Use fuel tax report and payment due. 
Use tax return and payment due. 
July 25—— ; 
Carriers’ gasoline tax report due. 


Distributors’ and retailers’ gasoline tax 
report and payment due. 


July 31 
Employers’ report due. 





VERMONT 
July 10—— 


Alcoholic beverage tax report and pay- 
ment due. 
Property tax installment due. 
july 15— 
Electric light and power companies’ re- 
port and tax due. 
july 31 
Gasoline tax report and payment due. 


VIRGINIA 
july 10—— 


Beer dealers’, bottlers’ 
turers’ 1eport due. 
Warehousemen’s tobacco tax due. 
July 15—— 
Motor carriers’ tax due. 


and manufac- 


July 20—— 


Carriers’ gasoline tax report due. 
Use fuel tax report and payment due. 


July 31 
Gasoline tax report and payment due. 


Motor carriers’ quarterly road tax and 
report due. 


WASHINGTON 
july 1 
Foreign and domestic corporations’ li- 
cense tax and report due. 


July 10—— 


Brewers and manufacturers of malt prod- 
ucts, report due. 


July 15—— 

Auto transportation companies’ 
and payment due. 

Butter substitutes report and payment 
due. 

Gross income tax return and payment 
due. 

Public utilities’ gross operating tax report 
and payment due. 

Sales tax report and payment due. 

Use tax report and payment due. 

Wholesalers’ cigarette drop shipment re- 
port due. 


report 


July 20—— 
Use fuel tax report and payment due. 
July 25— 


Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 
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WEST VIRGINIA 
July 1— 

Domestic corporations’ license tax and 
report due. 

Motor vehicle and carrier registration 
and fee due. 

Motor vehicle carrier annual special li- 
cense assessment due. 

Public utilities’ additional fee due. 


July 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
July 15—— 


Cigarette use tax report and payment 
due. 


Sales tax report and payment due. 
July 30— 

Beer dealers’ annual report due. 

Gasoline tax report and payment due. 


Occupational gross income tax quarterly 
report and payment due. 


WISCONSIN 
july 1 
Motor carriers’ flat tax due. 
July 10—— 
Alcoholic beverage tax report due. 


Cigarette wholesalers’ and manufacturers’ 
report due. 


Oleomargarine tax report and payment 
due. 


July 15—— 
Motor truck registration and fee due. 


July 20—— 
Gasoline tax report and payment due. 


July 31 


Real property tax semiannual installment 
due. 


WYOMING 
July 1 
License (franchise) tax report and pay- 
ment due. 


July 10—— 
Carriers’ gasoline tax report due. 


July 15— 


Dealers’ gasoline tax report due. 

Motor carriers’ tax and report due. 

Sales tax report and payment due. 

Use tax report and payment due. 

Wholesalers’ gasoline tax report and pay- 
ment due. 
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By J. K. LASSER 


HIS discussion is the result of several 

it studies made concerning the charitable 
deduction. It considers the following 
topics: 

(1) Use of a charitable trust or founda- 
tion to aid employees of a particular 
company. 

(2) Making of gifts via a controlled cor- 
poration, rather than by the stockholders. 

(3) Gifts to needy individuals; methods 
available in our decisions. 

(4) Spreading the charitable deduction 
and simultaneously removing the income 
irom property placed in trust. 


Foundation for Employees 


Our decisions permit us to set up chari- 
table foundations for the benefit of the 
employees of a single corporation. The 
cases tell us these charitable organizations 


may be divided into three groups—those’ 


where the purpose is to help employees 
(1) when they are in need or disabled; (2) 
whether or not they need help; (3) when 
they make contributions to the fund. 

Can you have a charitable organization 
for a definite and comparatively small 
class? For example, are you permitted to 
give the contributions only to the employees 
of a single corporation? In a leading case, 
a trust was established for the benefit of 
employees of one corporation. The govern- 
ment argued that the charity was too re- 
stricted. The beneficiaries were limited to 
the employees of a single company. The 
court held that the gift was not to particu- 
lar individuals but to a shifting class, and 
was therefore not a private bounty. The 
employees of the company at the time 
numbered 1,470. With their dependants 
they totaled 6,000 persons, and so constituted 
a considerable portion of the public. A 
trust for their relief met the general tests 
for a public charity in the legal sense. 

Apparently no case denies tax exemption 
because the benefits are to go to the em- 
ployees of a single company. 

Where the objectives of an organization 
are to extend aid to employees in cases of 
death, sickness or distress, the motive is 
clearly charitable. One of the commonest 
and most commendable forms of charity 
is aiding the sick and the afflicted. One 


Charitable Deduction 


Certified Public Accountant, New York City 


case involved a corporation organized and 
operated solely for the purpose of extending 
aid to the employees of a large department 
store upon death or disability. The court 
approved it as a charity, holding that what- 
ever the form of assistance may be, it is 
charity if the motive is to aid the afflicted 
and those in distress. 


In one case (and there are others like 
it) a trust was created by will devising 
the stock for the benefit of corporate em- 
ployees. The dividends were to be used to 
supplement the wages of these employees 
when less than a living wage was paid. 
Provisions were made for the widows and 
orphans of the employees, with assistance 
to the employees during periods of unem- 
ployment. The court held that the purposes 
of the trust were clearly charitable. The 
disbursement of benefits depended upon 
need. 


Another case involved a trust established 
to lend money to or assist employees, former 
employees, their families or dependents. 
The trustees had the right to use their 
judgment to aid those they deemed needing 
assistance. The court held that the benefits 
to be disbursed were based on need. There- 
fore, the purposes of the trust were 
charitable. 


Where an organization is established only 
to help the employees of a charitable cor- 
poration, the court may regard the benefits 
as going to the charitable corporation itself 
rather thari to the employees. 


In one case, an individual left money 
by will to provide for the old age or 
permanent disability of the employees of 
the Henry Street Settlement, a charitable 
organization. The court said: “We think 
that a gift to provide pensions or annuities 
for charitable workers is in the same 
category with a gift to charity for the 
payment of salaries.” 


Exclusively Charitable Purpose 


When employees of the corporation are 
helped without reference to their need, the 
courts have a factual problem. They must 
find whether the organization really is a 
charitable instrument. 


One case concerned a bequest to provide 
special nurses and special nursing care for 
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graduate nurses who were patients of the 
Presbyterian Hospital of the City of New 
York. The court disregarded the fact that 
the hospital was a charitable corporation. 
It determined the exemption on whether 
the purpose for which the trust was created 
was an exclusively charitable purpose. The 
government argued that any graduate nurse, 
regardless of her ability to pay, could receive 
the benefits. But, said the court, the fact 
that some recipients of benefits of the trust 
may not be needy or destitute is not in 
itself sufficient to hold that the trust was 
not created exclusively for a charitable pur- 
pose. The purpose of the trust was really 
charitable. It did not matter that its bene- 
fits could accrue to some persons who 
were not extremely poor. 


Barker Annuity Fund was a corporation 
receiving gifts for the payment of annuities 
to the employees of a dissolved corporation 
or their widows. Payments were condi- 
tioned upon and apportioned according to 
years of service, age, length of married 
life and the number of dependent children. 
The government argued that some of the 
annuitants might not need the pension. 
The court held, however, that the purpose 
of the payments to these former employees 
was praiseworthy. The fact that some 
annuitant might not need the pension was 
of no consequence. 


If employees contribute to the charitable 
corporation, we have a special problem. The 
extent of the employees’ contribution is 
very important. If employees contribute 
for their own benefit, they have destroyed 
the charitable purposes of the foundation. 
Avoid this, if you want a tax deduction 
for the gifts of other persons. 


Valid Purposes 


Assume you want to help employees of 
a particular company. Get it to set up a 
trust to carry out the type of purpose 
approved by the courts. Then you can 
agree to make your gifts to it and receive 
a deduction up to fifteen per cent of your 
annual adjusted gross income of five per 
cent of your corporation’s net income. 
Your purposes might include these: 


(1) Caring for employees in sickness and 
in time of need. 


(2) Providing for their families in time 
of death. 


(3) Granting pensions to those employees 
who are chosen for retirement because of 
age or infirmity. 
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(4) Awarding scholarships to employees 
on a system of merit in institutions giving 
business and technical education. 


If the trust has these purposes, you may 
give it cash, securities or other kinds of 
property. It may also solicit and accept 
this money or property from you or from 
others than the employees for these pur- 
poses. It may then invest and reinvest it, 
hold it uninvested until the trustees are 
ready to disburse, or pay the reasonable 
expenses for maintaining the trust. But 
in the end, it must apply the principal or 
income or both solely for the four purposes 
listed above. 


The agreement created by the corpora- 
tion establishing the foundation should 
provide that no part of the net earnings of 
the foundation is to be used for any but 
the previously described charitable pur- 
poses. It should also bar propaganda ac- 
tivities or activities designed to influence 
legislation. 


The trust might name the initial trustees. 
It might also indicate that the board of 
directors of the employing corporation will 
name the successor trustees. Of course, 
the trust must be irrevocable and generally 


comply with the rules for an acceptable 
trust. 


Gifts Via Controlled Corporation 


It may be extremely costly for an in- 
dividual to get money out of his corpora- 
tion. He has to pay a full tax on his 
dividends. It may save a lot of money 
for him if his corporation can make his 
charitable contributions. 


The corporation, of course, is not allowed 
a deduction for the entire contribution. 
But then much tax is saved—the cost of 
the dividend to the stockholder, less the 
allowance he would receive for a charitable 
contribution. 


One of the first questions asked when 
this possibility is considered is this: How 
can the corporation pay a nondeductible 
charitable gift and still avoid the surtax 
for failure to pay dividends to stockholders 
under the much-discussed Section 102? That 
is answered by law. All charitable pay- 
ments, not only the five per cent, are de- 
ductions in figuring the Section 102 surtax. 


If that is so, we ought to encourage 
corporations, rather than stockholders, to 
make gifts. One step is always puzzling: 
Is the payment of charitable contributions 
a constructive dividend to a stockholder? 
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Legislative history compels the conclu- 
sion that contributions of a corporation 
to charity are not constructive dividends 
to its stockholders. Certainly that is true 
where the amount of contribution is less 
than the accumulated earnings or the earn- 
ings of the corporation for the year of the 
gift. It is assumed that the gift is made 
in the name of the corporation and that 
no “glory” is sought by the stockholder or 
stockholders. The contribution cannot be 
announced as being in the name or names 
of the stockholder or stockholders. 


This is a technical subject. It has to be 
explained in terms of the law and the 
Regulations. 


If it were not for the legislative history, 
it would follow that any corporate con- 
tribution to a charity (particularly one 
whose stock is closely held) is a construc- 
tive dividend to its shareholders. The only 
time that might not be true is when it 
could be shown that the gift was germane 
to the business of the corporation: for 
example, gifts to the only hospital in town 
by a corporation whose employees were 


subject to the hazards of industrial acci- 


dents. 


But the legislative history proves that 
Congress has sanctioned very substantial 
contributions by a corporation to charities. 
Some of us think it did not intend these 
contributions to be treated as constructive 
dividends to the shareholders. The history 
relied upon is as follows: 


Legislative History 


(1) Prior to the enactment of the Reve- 
nue Act of 1934, only individuals were 
permitted to deduct for charitable contribu- 
tions, up to fifteen per cent of their net income. 
This provision is now contained in Section 
23 (c) of the Internal Revenue Code. Cor- 
porations, with one exception, could not 
deduct charitable contributions. A deduc- 
tion is available to them only for an ordi- 
nary business expense. The one exception 
concerned personal holding companies, 
which were permitted an unlimited deduc- 
tion for charitable contributions—but only 
to compute their personal holding company 
surtax liability. 


(2) The Revenue Act of 1936 made two 
significant changes in this pattern, both 
applying to corporations. The less im- 
portant was the provision, now Section 23 
(q) of the Code, permitting a corporation 
to deduct up to five per cent of its net 
income for charitable contributions. The 


Charitable Deduction 


second and more significant change, for 
the purpose under discussion, was an 
amendment to Section 102 which permitted 
an unlimited deduction for contributions 
to charity in computing liability under 
that section. 


(3) The next change is found in the 
Revenue Act of 1937, which was devoted 
in a great measure to tightening the provi- 
sion for personal holding companies. The 
unlimited deduction previously available in 
computing the surtax was replaced by a 
provision limiting the deduction to fifteen 
per cent of net income. A less important 
change related to the substitution of a cross 
reference to Section 23 (q) for the previous 
cross reference to Section 23 (c). 


As is seen from the foregoing, corpora- 
tions are now permitted to deduct up to 
five per cent of net income for normal and 
surtax purposes, up to fifteen per cent of net 
income for personal holding company sur- 
tax purposes and up to one hundred per 
cent of net income for Section 102 surtax 
purposes. Surely no one can contend that 
contributions up to five per cent are to be 
considered constructive dividends to share- 
holders. This safety zone must necessarily 
be increased to fifteen per cent because of 
the personal holding company provision. 
The stockholders of a personal holding 
company, the outlaw among corporations, 
cannot possibly be given more favorable 
treatment than the stockholders of any 
other corporation. The same logic, com- 
bined with the unlimited deduction per- 
mitted for Section 102 purposes, infers that 
the safety zone is well above even the 
fifteen per cent ceiling. Next to personal 
holding companies, corporations subject to 
the provisions of Section 102 are in most 
disfavor. Furthermore, practically all of 
the latter corporations are closely held 
companies. How can it be contended that 
for the purposes of computing a penalty 
tax contributions to charity are to be al- 
lowed as deductions in an unlimited amount 
while the stockholders of a more moral 
citizen among the corporate population 
receive less handsome treatment? 


Congressional Intent 


The significance of the Section 102 provi- 
sion to the charitable deduction becomes 
well nigh overwhelming when one considers 
that the amount of dividends paid to stock- 
holders in arriving at the surtax due under 
that section is deducted from net income. 
If charitable contributions of the offending 
corporation are in any measure constructive 
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dividends to the stockholders, why did 
Congress specifically permit a deduction 
for contributions in excess of five per cent 
in Section 102? If any part of contribu- 
tions are a constructive dividend to stock- 
holders, Section 102 permits a deduction for 
the same item twice. 


No such absurd result is to be attributed 
to Congress. Obviously the compelling 
answer is that the Congress never intended 
any type of dividend to occur with any 
corporate contribution. 


Gifts to Needy Individuals 


The tax law makes no provision for gifts 
to individuals, however worthy. Many 
persons would like to make gifts to dis- 
tressed refugees, wounded soldiers, crippled 
children, evangelists, aged ministers, social 
workers and others for whom no existing 
corporation makes provisions. Under the 
tax law it is necessary to make an approved 
organization the recipient of a gift. 


You are not allowed a contribution de- 
duction for gifts made directly to specific 
individuals no matter how worthy the 
cause or how great the need. The following 
methods, however, are sometimes available 
to obtain the contribution deduction: 


(1) Make your charitable contribution 
to an organized charity already in existence 
that makes a practice of benefiting the 
class of persons you have in mind as objects 
of your bounty. Many of them—for ex- 
ample, the Golden Rule Foundation—will 
be glad, if you are a contributor, to listen 
to your recommendations and suggestions. 


(2) Organize a charitable organization 
yourself, in corporate or association form, 
or as a fund, which can be operated to 
benefit the class of individuals you have 
in mind. 


(3) Organize a trust to do this. 


The way in which an established group 
may satisfy the donor’s charitable desires 
is illustrated: 


Example —You would like to contribute 
a sum of money sufficient to maintain a 
refugee family for a year. If you give it 
directly to the benefited family, you are 
allowed no contribution deduction. But 
you can achieve the same result by donat- 
ing it properly to a charitable organization 
which can carry out your intention. It 
may arrange for the disposition of funds 
to needy individual recipients. 
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Danger of Direct Contributions 


Do not make payments directly to in- 
dividuals; such payments are not deductible, 
even if your purpose is religious, charitable, 
scientific, educational, etc. The donee may 
be a famous scientist or the most im- 
poverished individual in the world; you 
cannot give him property or funds directly 
and still receive a deduction. But you are 
allowed a deduction if you make the contri- 
bution to a proper organization, even if you 
created it yourself, and the organization 
selects these individuals from the class in- 
tended to be benefited. One case concerned 
a Mr. Dohrmann, who made donations to 
sixty-one individuals, not related to or 
employed by him, through the medium of 
a social welfare worker in his employ. The 
social worker secured the names from a 
newspaper and made the donations as she 
saw fit after due investigation of each case. 
Only when large amounts were involved 
did the social worker consult Dohrmann. 
The court denied the deduction on the 
ground that the contributions were not 
made to a properly organized charitable 
institution. Had Congress so intended, said 
the court, it would have been easy to 
apply the deduction to “individuals” or 
“persons.” The law requires contributions 
to be made to some form of organized 
charity. Here the contributions, although 
commendable, represented only the benevo- 
lence of one individual to others. 


If you use trusts or foundations to give 
help to individuals, make certain that the 
purposes set forth in the articles of associa- 
tion or trust, or charter and bylaws of the 
corporation, do not designate specific or 
particular persons to be benefited. This 
type of designation destroys the essential 
requirement that charity be “public.” In 
one case an individual contributed to a 
fund, to which others also contributed, to 
provide a musical education for a poor 
young girl who had a promising voice. He 
lost his deduction since the court held 
that it was not the intention of Congress 
to allow the deduction of a charitable gift 
for the benefit of one person. The wider 
the class of beneficiaries, the more likely 
that contributions to the charitable organi- 
zations or funds will be deductible. 


Similarly not deductible are contributions 
to a committee in charge of a fund to 
defray the hospital expenses of, or to fur- 
nish support for, a specific individual who 
is ill, Even where the contribution is 
made for charitable purposes—let us say for 
the benefit of a ward or a beneficiary of 
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a charitable organization—it cannot be de- 
ducted if the beneficiary of the contribution 
is specifically designated. The contribution 
must be for an indefinite class or group 
of persons. One case had these facts: 
Thomason agreed with the Illinois Chil- 
dren’s Home and Aid Society, organized 
exclusively for charitable and educational 
purposes, to pay the expenses of maintaining 
and educating a designated child, ‘a ward 
of the society, at a private educational 
institution. Thomason paid the bills di- 
rectly. Each year he wrote to the society 
to inform it that he intended these payments 
as a charitable contribution. Tax deduc- 
tion for the contributions was denied because 
they were earmarked from the beginning, 
not for a group or class of individuals, 
nor to be used in any manner seen fit by 
the society, but for the use of a single 
individual for whom the petitioner felt a 
keen fatherly and personal interest. 


Essential Element 


Thus, deductible charity begins where 
certainty in beneficiaries ends. It is the 


uncertainty of the objects, not the mode. 


of relieving them, which forms the essential 
element of the deduction. Contributions 
must be for the benefit of an indefinite 
number of persons. If all the beneficiaries 
are personally designated, the trust lacks 
the essential element of indefiniteness char- 
acteristic of a deductible charity. 


If the charitable organization or trust is 
properly organized, you are allowed a de- 
duction for your contribution even though 
some of the beneficiaries are personally 
known to you. That is so even if they 
are old family employees and the organizers 
and managers of the charity are from a 
small family group. 


A small number of individuals, all but 
one a member of one family, organized an 
unincorporated association styled “Special 
Aid Association.” The association’s funds, 
derived from contributions from the or- 
ganizers, were disbursed almost entirely to 
needy and worthy old family employees. 
The contributions to the association were 
held deductible in spite of the fact that 
all the beneficiaries were personally known 
to one or more of the group. It did not 
matter that this aid might have been given 
directly if there had been no association 
iormed for the purpose. The association 
was “to be operated exclusively for charita- 
ble purposes.” To obtain the deduction, the 
constitution provided simply: 


Charitable Deduction 


“The purpose of this association shall be 
to collect funds and therefrom to give 
relief to such indigent and deserving persons 
as the Board of Managers may from time 
to time consider to be in especial need of 
the bounty of the association. No payment 
shall be made to or for the use of 
any officer, manager, or member of the 
association.” 


If the organization is controlled and 
dominated so that it is operated for the 


benefit of a single person, the deduction 
is lost. 


An individual organized a corporation, 
Foundation, Inc., exclusively for charitable, 
etc., purposes. To this corporation he made 
all of his contributions during the year, 
with one minor exception. The corpora- 
tion donated to several charities, but the 
bulk of its receipts was given to his relatives 
and to one old family employee. The court 
held that the contributions to the corpora- 
tion were not deductible because it was 
not operated exclusively for charitable pur- 
poses. The ruling urged that “if the cor- 
poration was operated even partly for 
purposes that were private or personal, the 
contributions are not deductible. Charitable 
contributions to be deductible must be for 
public, as opposed to private, charity.” 

To summarise: You are not allowed a 
contribution deduction where: 

(1) You give directly to designated spe- 
cific or particular individuals. 

(2) The trust (or other) instrument stip- 
ulates that its funds are to be used for 
the benefit of specific individuals or entirely 
for private purposes. 


Spreading of Charitable Deduction 


If you donate to charity, tax economy 
suggests that you ought to take these meas- 
ures: 

(1) Exclude immediately from your own 
income all of the earnings of the property 
put into the trust. 

(2) At the same time, spread the charita- 
ble deduction for your gift over as long a 
period of years as possible. 

Both of these objectives can be accom- 
plished by combining a trust and a charitable 
foundation. Take these steps: 

Step 1. Create a charitable corporation. 

Step 2. Establish an irrevocable trust. 
Provide that during the life of the grantor 
all income received by the trustee upon 
property delivered to the trust is to be paid 
over to the charitable corporation. Upon 


(Continued on page 608) 
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By CHARLES A. MOREHEAD 


ANY OPPORTUNITIES to save in- 

come taxes ethically arise when an 
existing business is purchased or a new 
business is commenced. Most of these op- 
portunities expire unless they are grasped 
before the business gets under way. Some 
do not survive even the negotiations be- 
tween the seller and purchaser leading to 
the purchase. A thorough understanding 
of these opportunities may save many tax 
dollars for the new business. 


Suggestions for Purchase 


Before negotiating with the seller, a pros- 
pective purchaser of a business or business 
property should consider the various meth- 
ods of purchasing the business and select 
the method that will save the most taxes for 
the business after it is under way. The tax- 
saving method the purchaser decides to use 
will sometimes adversely affect the tax posi- 
tion of the seller. Therefore, the purchaser, 


will be in a better position to bargain with’ 


the seller if before the negotiations com- 
mence the purchaser knows the exact man- 
ner in which he wishes the sale to be effected. 


The following suggestions should result 
in saving taxes for the purchaser of a busi- 
ness or business property: 


If an existing corporate business is being 
purchased, as is frequently the case, a pur- 
chaser can acquire the business by either 
of two methods: by purchasing all the capi- 
tal stock of the corporation, or by purchas- 
ing all or a part of its assets. One of the 
first questions for the purchaser to decide 
is which method will save him the most 
taxes. The tax consequences of this decision 
are far reaching. The following factors 
should be considesed in deciding this ques- 
tion: 

The assets of a business usually consist 
of inventories, buildings, equipment, good 
will, etc. The corporation usually has pur- 
chased some of these assets years ago and 
has deducted depreciation on them since 
then. Some may have no depreciable value 
left, and yet may be valuable in fixing the 
purchase price of the business. A large part 
of the inventory may have been bought 
when prices were higher or lower than at 
present. Some assets have appreciated in 
value until they are now worth more than 
their book value, while others are worth less 
than book value. The adjusted book value 
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of the assets (cost less allowable deprecia- 
tion), therefore, seldom will be the same as 
their market value or their value to the pur- 
chaser. 


Basis 


If the purchaser buys the capital stock of 
the corporation instead of its assets, he must 
continue to use the adjusted book value of 
the assets for all future tax purposes; the 
taxable status or value of the assets of a 
corporation is not affected by a sale of its 
stock. These book values will fix, for ex- 
ample, the amount of future depreciation 
the corporation may deduct and the cost 
basis to be used in determining the taxable 
profit or deductible loss the corporation may 
realize upon a future sale of these assets.” 


If the purchaser buys the assets of a busi- 
ness instead of its capital stock, a new basis 
for each asset, equal to the purchase price 
of that asset, will be established on the 
books of the new business. The tax picture 
will thus be completely changed as between 
the old and the new company. This change 
may be good or bad for the purchaser. If 
the adjusted book value of the assets is less 
than their market value, as is usually the 
case, the tax result of a purchase of assets 
instead of stock usually will be favorable to 
the purchaser; otherwise, it may be unfavor- 
able. This sounds complicated, but is not. 
Let’s simplify it with a few examples: 

Here is an example of why it is better to 
buy assets instead of capital stock when the 
book value of the assets is Jess than their 
market value: The selling corporation has 
an inventory of merchandise which cost it 
$10,000 but is now worth $15,000. If the 
purchaser buys the capital stock of the cor- 
poration and this inventory is later sold by 
the corporation to its customers in the ordi- 
nary course of business for $15,000, the cor- 
poration will realize ordinary taxable income 
of $5,000. If the purchaser does not buy the 
stock, but buys the inventory for $15,000 and 
later sells it for $15,000, he will not realize 
any profit at all on the subsequent sale of 
this inventory, and will thus save the tax 
on $5,000. 

Here is an example of why it is better 
to buy capital stock instead of assets when 
the book value of the assets is more than 
their market value: The selling corporation 


1 Code Section 113(a). 
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has an inventory of merchandise which cost 
it $20,000 but is now worth only $15,000. 
This inventory is sold for $18,000, in the 
ordinary course of business, during the year 
following the purchase of the business. If 
the purchaser buys the capital stock of the 
corporation, an ordinary loss of $2,000 
($20,000 cost minus $18,000 selling price) 
will be realized by the corporation from 
the subsequent sale of its inventory. If, in- 
stead of buying the capital stock, the pur- 
chaser buys the inventory for $15,000, he will 
realize an ordinary taxable profit of $3,000 
($18,000 selling price minus $15,000 cost) 
from his subsequent sale of the inventory. 
In this example the purchase of the assets 
instead of stock would cost the purchaser 
the difference between a taxable profit of 
$3,000 and a deductible loss of $2,000. 


The principles of the last two examples 
also apply to the gain or loss that may be 
realized from the subsequent sale, not in the 
usual course of business, of any asset of the 
business, such as stocks and bonds, an 
apartment house purchased as an invest- 
ment, the business building or equipment, 
etc. 


Depreciation 


This illustrates how the decision to buy 
stock or assets affects future deductions for 
depreciation: Ten years ago the selling cor- 
poration erected its business building at a 
cost of $50,000. The corporation has de- 
ducted depreciation of four per cent each 
year, or a total of $20,000 over the ten-year 
period. The adjusted book value of this 
building, therefore, is now only $30,000 
($50,000 cost minus $20,000 depreciation). 
Building costs and property values have 
gone up, so the building is now worth 
$70,000. If the purchaser buys the stock, the 
corporation may deduct only $30,000 (ad- 
justed book value) as future depreciation 
on this building. If the purchaser buys the 
building for its market value of $70,000, he 
may deduct the full $70,000 in future de- 
preciation and thus obtain an additional 
$40,000 depreciation deduction. 


Earned Surplus and Old Debts 


Another penalty imposed upon a pur- 
chaser who buys the stock of a corporation 
instead of its assets may be illustrated as 


follows: A corporation that has been oper- 
ating a business for some time usually has 
accumulated a surplus from undistributed 
profits. If stock of this corporation is pur- 
chased, the price to be paid for it will ordi- 
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narily include this surplus. Because this 
surplus exists, future corporate distributions 
probably will be taxed to the purchaser of 
the stock as dividends, even though they in 
reality will be a return to the purchaser of a 
part of the capital he invested. If the assets 
of the corporation are purchased instead of 
its stock, the new business will not incur 
this penalty because it will not be burdened 
with an earned surplus when it commences 
business. 


lf the selling corporation has a large 
operating loss carry-over, it may be advis- 
able to purchase its stock in order to obtain 
the advantage of this tax credit. A pur- 
chaser of the assets of the corporation could 
not obtain this tax credit.’ 


If the purchaser buys stock instead of as- 
sets, the corporation will continue to be 
liable for its debts. A purchaser of the con- 
porate assets will not be liable for corporate 
debts. A purchaser of stock should insist 
that the selling stockholders post a bond to 
protect the purchaser from unkown and un- 
foreseen debts of the corporation which ac- 
crued prior to the purchase of the stock. 
An example of such a debt would be an 
income tax deficiency assessed after the sale 
but covering a year prior to the sale. 


If the seller refuses to sell the assets to 
the purchaser and will sell only the stock, 
the purchaser may buy the stock and still 
obtain a higher basis for the assets by liqui- 
dating the corporation immediately after 
purchasing the stock and allocating to each 
asset its market value at the time it is dis- 
tributed to the purchaser on liquidation. If 
such liquidation is contemplated, it may be a 
wise precaution to have the purchase agree- 
ment recite that the stock is being pur- 
chased solely to obtain the assets. Otherwise 
the Bureau may contend that the old basis 
of the assets is carried over to the new busi- 
ness." 


If the seller insists on selling only his 
stock instead of the corporate assets, the 
tax penalties to the purchaser should be 
urged as reasons why the purchase price of 
the ‘stock should be reduced, as partial com- 
pensation to the purchaser for these penalties. 


Allocation of Asset Cost 


When purchasing assets to start a new 
business, the purchaser may obtain decided 
tax advantages by allocating the cost ot 


? Regulations 111, Section 29.122-1. 

3’ Proceedings of New York University Fifth 
Annual Institute on Federal Taxation, p. 328: 
Koppers (CCH Dec. 13,282], 2 TC 152; Ashland 
[38-2 ustc § 9580], 99 F. (2d) 588. 
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each asset in the purchase contract as here- 
inafter set forth.* If the allocation is reason- 
able, it will be respected, even though some 
assets are valued higher and some lower 
than fair market values.’ The following al- 


locations usually will secure tax advantages 
for the buyer:® 


The inventory of merchandise should be 
valued at the highest price possible because 
this value determines the basis of the ordi- 
nary gain or loss which will result to the 
buyer from future sale of the merchandise 
in the ordinary course of business. If the 
inventory is given a high value, the profit 
and tax resulting from its future sale will 
be decreased and any loss resulting from 
such sale will be increased. 


Accounts receivable should be valued as 
high as possible because any loss from fut- 
ure bad debts will be an ordinary loss, de- 
ductible in full. 


Supplies should be given a high value be- 
cause their cost will be fully deductible as 
an ordinary and necessary business expense. 


Machinery, equipment and other such short- 
lived assets should be given a high value to 
obtain the largest depreciation deduction 
over the short lives. Moreover, if these as- 
sets are sold or abandoned, the loss will be 
an ordinary loss deductible in full, and not 
a capital loss, because these are not capital 
assets. 


Buildings and other long-lived depreciable 
assets should be given a low value because 
the depreciation rate is low. However, if 
sale of such assets at a loss or abandonment 
is contemplated, they should be given a high 
value because the resulting loss would be 
an ordinary loss, deductible in full. Any gain 
from their sale would be a capital gain.” 


Land should be valued as low as possible 
because it is not depreciable. The same rules 
concerning sale or abandonment of buildings 
apply to land used in the business. 


Good will should be valued as low as pos- 
sible because it is not depreciable. 


The value to be placed on patents, copy- 
rights, franchises and similar amortizable as- 
sets should depend upon their remaining life. 
If the asset has not much longer to run, 


‘ Proceedings of New York University Fourth 
Annual Institute on Federal Taxation, p. 678 
et seq. 

5 Proceedings of New York University Fifth 
Annual Institute on Federal Taxation, p. 330 
et seq.; Fraser v. Nauts [1 ustc J 140], 8 F. (2d) 
106 (DC Ohio). 

° Lasser, Business Tax Guide, p. 112. 

* Code Section 117(j). 
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value it high to obtain the advantage of 


rapid amortization over its remaining short 
life. 


Value stocks, bonds and securities low. They 
are not subject to depreciation, and gain on 
their sale will be taxed at capital gain rates. 


If the seller agrees not to compete with the 
new business, a definite period of noncompe- 
tition should be fixed. If the period is com- 
paratively short (say, one to five years), this 
agreement should be given a high value be- 
cause this value may be amortized and de- 
ducted over a short period.® 


Renting v. Purchasing 
Business Assets 


It may be advisable to rent some of the 
assets used in a business instead of purchas- 
ing them. The business may then obtain a 
tax deduction for the rent, and also will 
avoid the large initial outlay of capital nec- 
essary to purchase the assets outright. The 
rent may be a fixed periodic amount, or it 
may be more closely tied in with the opera- 
tion of the business, such as a percentage of 


- gross sales or net earnings. The advantages 


of renting the assets should be weighed 
against the depreciation deduction and other 
advantages accruing to an owner. A bill 
(H. R. 5590) is now (April 5, 1948) pending 
in Congress to allow the tenant to deduct 
depreciation if the lease requires the tenant 
to return the building to the landlord at the 
expiration of the lease in as good condition 
as when leased. 


A life insurance policy upon the life of the 
former owner or a key employee may be 
included in the assets of an existing business 
which is being purchased. It is usually ad- 
visable not to buy such policies. The death 
benefits of life insurance policies purchased 
for a consideration are not exempt from in- 
come tax, as in the case of other policies, 
but are usually taxed as ordinary income to 
the recipient.” This is disastrous. There are 
two exceptions to this rule: (1) an insured 
can purchase a policy on his own life with- 
out incurring this penalty,” and (2) death 
benefits of a transferred policy are not tax- 
able if the transfer is incident to a tax-free 
reorganization.” This tax problem may be 
overcome by having the seller retain the 


8 Proceedings of New York University Fifth 
Annual Institute on Federal Taxation, p. 332; 


Lasser, op. cit., p. 56; Babbitt [CCH Dec. 8976], 
32 BTA 693. 


® Code Section 22(b)(2)(A). 


107. T. 3212, 1938-2 CB 65; T. D. 5271, 1943 
CB 92. 


11 Code Section 22(b)(2)(A). 
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policy or by transferring it to the insured. 
The death benefits of the policy will then 
be exempt from income tax. 


The seller of the assets of an existing 
business usually wants the purchaser to as- 
sume the liabilities of the business. Ordi- 
narily the purchaser should avoid doing 
this because the debts of the old company 
are not usually deductible by the new com- 
pany.” The seller should either pay the debts 
of the old business before the sale, or retain 
enough assets to pay them afterwards, and 
thus obtain the tax deduction for them. 


In negotiating to fix the purchase price of 
a business or its assets it may be advisable 
to consider the following: (1) the purchaser 
may profit by offering a higher interest rate 
on the deferred balance of the purchase 
price, in consideration of a reduction of the 
purchase price, because this higher interest 
will be fully deductible. (2) If the old busi- 
ness has been owned and operated by one 
or more key men, the purchaser might 
secure a reduction of the purchase price, and 
also help the business, by agreeing to retain 
these men at liberal compensation. Their 
compensation will be fully deductible. These 
suggestions may be especially applicable if 
the new business will be in high tax brackets. 


Forms of Organization 


The usual forms of conducting a business 
are the corporation, the partnership and the 
sole-proprietorship. Also available are many 
out-of-the-ordinary forms, some of which 
offer decided tax advantages. These include 
cooperatives, personal service corporations, 
charitable foundations, trusts, limited part- 
nerships, Western Hemisphere trade corpo- 
rations, China Trade Act corporations, 
foreign personal holding companies, joint 
ventures, etc. An analysis of the advantages 
of these somewhat unusual forms is beyond 
the scope of this discussion. 


Advantages of Corporation 


One of the chief advantages of a corpora- 
tion over a partnership or sole-proprietorship 


is the lower tax rate. Corporate rates are 
from twenty-one per cent to only thirty- 
eight per cent. Individual rates, applicable 
to partners and proprietors, are from nine- 
teen per cent to eighty-six and one-half per 
cent. This difference may make possible a 
considerable tax saving when a substantial 
amount of income is involved. 


12 Lasser, op. cit., p. 67. 
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The “owners” of a close corporation (its 
stockholders) usually serve as its officers or 
employees, as do the owners of a partner- 
ship or sole-proprietorship. The “owners” 
of a corporation, however, can obtain an 
old-age pension for themselves, at no present 
increase in their income taxes, by installing 
a qualified pension or profit-sharing plan in 
their corporation for the benefit of corpo- 
rate employees, including themselves. Part- 
ners and proprietors may not do this because 
they are not considered as employees but 
solely as owners.” 


The earnings of a corporate business, 
which are distributed as dividends, may be 
spread among many family members (wife, 
children or others) by giving the stock of 
the corporation to them, and thus causing 
these earnings to be taxed in lower brackets. 
Sole proprietors may not do this at all, and 
family partnerships have been practically 
outlawed if created for tax-saving purposes.* 
Some of the advantages of “family partner- 
ships” may be obtained by the use of “family 
corporations.” 


An individual may reduce his estate taxes 
considerably by giving a part of his prop- 
erty to members of his family during his 
lifetime. The ease with which corporate 
stock may be distributed among family mem- 
bers, coupled with the perpetual life of a 
corporation, causes corporations to be pre- 
ferred, for estate planning purposes, over 
partnerships or proprietorships. It is now 
almost impossible for a partner or proprietor 
to give an interest in the business to family 
members in order to save taxes. 


Taxation of Accumulated Profits 


It is possible for the stockholders of a 
corporation to be taxed on their withdrawal 
of accumulated corporate profits at low 
capital gain rates. This may be accom- 
plished by liquidating the corporation after 
it has accumulated a large surplus from 
profits. The difference between the cost of 
the stock to the stockholder and the amount 
he receives upon liquidation will be taxed 
to the stockholder at low capital gain rates 
instead of the high individual rates at which 
dividends or profits are usually taxed.” This 
procedure works well when a particular 
business venture will be completed in a 
comparatively short time, such as marketing 
a real estate subdivision, producing a movie, 


13 Code Sections 23(p), 165(a). 

14 Commissioner v. Tower [46-1 ustc { 9189], 
327 U. S. 280; Lusthaus v. Commissioner [46-1 
ustc J 9190], 327 U. S. 293. 

1% Code Section 115(c). 
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erecting a building, etc. A corporation may 
be formed especially to conduct the venture 
and liquidated upon its completion or after 
a period of profitable operation. This pro- 
cedure is not limited to corporations formed 
to conduct a particular venture but is ap- 
plicable to any corporation. If, however, a 
corporation has been operating an estab- 
lished business for a long period of time, the 
stockholders should consider whether or not 
it has acquired “good will” that will be 
taxed to them as a part of the value of its 
assets upon liquidation. Partnerships and 
proprietorships cannot use this procedure 
because their profits are taxed to their 
owners in the year they are earned, whether 
distributed or not. 


Upon the death of a stockholder his heirs 
may receive their share of all accumulated 
corporate profits absolutely free of income 
tax to them by liquidating the corporation 
or by selling their stock. This is possible 
because upon the death: of a stockholder the 
cost basis of his stock is increased to its 
market value as of the date of his death.” 
This market value includes the increase in 
value of the stock due to accumulations of 


surplus from profits. Therefore, if the heirs - 


of the stockholder liquidate the corporation 
or sell their stock shortly after the stock- 
holder’s death, they will have no tax to pay 
because they will receive no more from the 
liquidation or sale than the cost basis of the 
stock to them, that is, its market value at 
the date of the stockholder’s death. Thus, 
the accumulated profits of the corporation 
will be distributed to the heirs absolutely 
free of any tax to them. The only income 
tax upon this accumulated profit will be the 
corporate tax, which the corporation has 
paid yearly as the profit was earned. 


Dividend income is eighty-five per cent 
tax-exempt. Corporations pay income taxes 
on only fifteen per cent of the amount of 
any dividends received by them on stock 
they own in other corporations.” Partner- 
ships and proprietorships must pay income 
taxes on the full amount of such dividends. 


Corporate stockholders are not taxed upon 
the profit earned by the business in the year 
it is earned. They may (subject to Code Sec- 
tion 102, governing the unreasonable accumula- 
tion surplus) defer their tax on corporate 
profits to a year in which their income from 
other sources is low, simply by not declaring 
dividends until the more favorable year. Thus, 
to a certain extent, they may “average” 
their earnings to their tax advantage. Part- 





1% Code Section 113 (a) (5). 
17 Code Section 26(b). 
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ners and proprietors may not do this. They 
must pay income taxes on the profits of 
their business at high individual rates in the 
year the profit is earned, whether it is dis- 
tributed to them or not. 


The “pay-as-you-go” tax plan does not 
apply to corporations.” Corporate income 
taxes are not due until March 15 of the year 
following the year in which the profit is 
earned. Then the corporation may pay the 
tax in quarterly installments without inter- 
est, as individuals used to do. Therefore, a 
corporation can utilize this tax money to 
finance part of its operations. Proprietors 
cannot do this. They must “pay as they 
go.” Partners can do it to a limited extent, 
as hereinafter explained. 


Other Corporation Advantages 


A corporation has other advantages over 
a partnership or proprietorship that are not 
related to income taxes but should be men- 
tioned here for completeness. Corporate 
stockholders are not personally liable for the 
debts of the business. Partners and pro- 
prietors are. This is an important advan- 
tage. The benefits of social security and 
unemployment insurance are available to 
stockholders who are officers or employees 
of a corporation, but not to partners or pro- 
prietors. A corporation is not dissolved by 
the death of a stockholder. Partnerships 
and proprietorships usually are dissolved 
upon the death of a partner or proprietor 
unless arrangement to continue them pre- 
viously have been made. 


Disadvantages of Corporation 


Double taxation is imposed upon corpo- 
rate profits, but not upon the profits of a 
partnership or proprietorship. The corpora- 
tion pays a corporate income tax upon its 
profit as it is earned. Another income tax 
must be paid upon this profit by the stock- 
holders (at’ their individual rates) when it 
is distributed as dividends. This double 
taxation may be partially avoided by taking 
these precautions: 


(1) Financing the corporation by its in- 
terest-bearing bonds, or other obligations, 
instead of by all capital stock. 


(2) Paying reasonable salaries to stock- 
holder-employees. 


(3) Not paying dividends, if this can be 


done without unreasonably accumulating 
surplus. 





18 Regulations 111, Section 29.58-1, as amended. 
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(4) Liquidating the corporation or selling 
its stock and thus, in effect, paying taxes on 
accumulated corporate profits at capital gain 
rates. 


Certain kinds of income are tax exempt 
when received by any taxable entity, whether 
it be corporation, partnership, proprietor- 
ship or otherwise. Examples of such tax- 
free income are life insurance proceeds, 
interest on certain governmental obligations, 
certain canceled debts, proceeds from the 
sale of property at or below cost, etc. Other 
types of income are taxed to every taxpayer 
at low capital gain rates. A corporation is 
at a disadvantage as to such tax-free or 
capital gain income in that, when this income 
is distributed to the stockholders as divi- 
dends, it loses its preferred tax status and 
is usually taxable to the stockholders as 
ordinary income, at their comparatively high 
individual tax rates, to the extent that the 
corporation has a surplus accumulated from 
profits. This disadvantage does not apply 
to partnerships and proprietorships, which 
receive the full tax advantage of tax-free or 
capital gain income.” 


Tax on Unreasonable 
Surplus Accumulation 


Code Section 102 imposes a tax of from 
2714 per cent to 38% per cent upon profits 
which a corporation unreasonably allows to 
accumulate as surplus. This restricts, to a 
certain extent, the amount of surplus a cor- 
poration may accumulate to protect the busi- 
ness in lean years. No such restriction is 
imposed upon the accumulation of surplus 
by partnerships and proprietorships. How- 
ever, a mew corporation probably will not 
violate this section because it usually needs 
its surplus to finance its growth. 


Personal Holding Company Tax 


Some 
corporations) are faced with the danger of 
being classified for tax purposes as “per- 
sonal holding companies,” as set forth in 


corporations (particularly close 


Code Sections 501-511. A penalty tax of 
from seventy-five per cent to eighty-five per 
cent is imposed upon the undistributed 
profits of such companies. A review of the 
law regarding personal holding companies 
is beyond the scope of this discussion. Part- 
nerships and _ proprietorships cannot be 
classified as personal holding companies. 
Corporations are also under certain other 
disadvantages not related to income taxes. 


” Lasser, op. cit., p. 61. 
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They are usually liable for more state 
taxes than are partnerships or proprietor- 
ships—capital stock tax, franchise tax, fees 
paid to state officials upon forming corpora- 
tions, etc. A corporation is not as simple to 
operate as a partnership or proprietorship. 
lt must keep minutes of the meetings of its 
stockholders and directors; its business is 
confined to the purposes set forth in its 
charter and by-laws; the powers and duties 
of its officers and directors are prescribed 
by law, etc. A partnership or proprietorship 
is not hampered by such minute regulations, 


Advantages of Partnership 
or Sole-Proprietorship 


The business losses of a partnership or 
proprietorship are fully deductible for tax 
purposes from the individual income of the 
partners or the proprietor.” This may effect 
a considerable tax saving. The business 
losses of a corporation are not deductible 
from the taxable income of its stockholders. 


If a partnership or proprietorship sustains 
a capital loss, the partners or proprietor may 
deduct this loss from ordinary taxable in- 
come at the rate of $1,000 a year for six 
years.” Corporate stockholders are not al- 
lowed this deduction, and corporations may 
not deduct capital losses from ordinary cor- 
porate income.” 


The payment of income taxes by a part- 
ner on the profit earned by a partnership 
may be deferred for approximately one year 
by selecting a different taxable year for the 
partnership and the partners. For example, 
if the partnership’s fiscal year ends on Janu- 
ary 31, 1949, and the partners are on a 
calendar year basis, profit earned by the 
partnership for the fiscal year ending Janu- 
ary 31, 1949, will not be taxable to the part- 
ners until 1949, though earned largely in 
1948.% This tax may then be paid in quar- 
terly installments without interest. This 
advantage is not available to a sole pro- 
prietor, who must “pay as he goes.” A cor- 
poration pays a year later, as mentioned 
above. 


The profits of a partnership or sole-pro- 
prietorship are not subject to double taxa- 
tion, as in the case of a corporation. 


Partners and proprietors obtain the full 
tax advantage of tax-exempt or capital gain 
income. Such income is not taxed to part- 


20 Regulations 111, Section 29.23(e)(1). 
21 Code Section 117(e) (1). 

22 Code Section 117(d). 

°3 Code Sections 48, 188. 
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ners or proprietors when distributed to them, 
as in the case of corporate stockholders. 


A partnership or proprietorship may ac- 
cumulate its surplus at will. Unlike a corpora- 
tion, it is not restricted from unreasonably 
accumulating surplus by Section 102. 


Disadvantages of Partnership 
or Sole-Proprietorship 


The main disadvantage of partnerships 
and proprietorships as compared to corpo- 
rations is the fact that the profits of the 
business are taxed to the partners and the 
proprietor at individual tax rates, which are 
higher than corporate tax rates. Further- 
more, the profits of a partnership or pro- 
prietorship are taxed to the partners in the 
year they are earned, whether distributed 
to the partners or proprietor or not. 


There are other disadvantages not related 
to income taxes: Partners and proprietors 
receive no benefit from pension or profit- 
sharing plans, social security or unemploy- 
ment insurance. They are personally liable 
for the debts of the business. In addition, 
partnerships and proprietorships usually are 
dissolved by the death of a partner or sole 
proprietor unless arrangements are made for 
their continuation, hereinafter discussed.* 


Proper Form of Organization 


If the business intends to make installment 
sales, the corporate form seems to be pref- 
erable to a partnership or proprietorship. 
When a proprietor dies, the entire amount 
of deferred profits on the installment sales 
of the business will become taxable income 
to the proprietor’s estate under Code Section 
44, as a “distribution, transmission, or other 
disposition of installment obligations.” This 
tax may be avoided only by posting the 
bond allowed by this section. When a part- 
ner dies, such deferred profits may likewise 
be taxable to the decedent’s estate and to 
the surviving partners.” It is doubtful that 
this tax could be avoided by posting a bond 
because of the contention that the install- 
ment obligations were not “transmitted at 
death,” but that only an undivided interest 
in the entire partnership was so transmitted.” 
When a stockholder in a corporation dies, 
however, the deferred profit on installment 
sales of the corporation is not affected at all. 





** Guaranty Trust Company of New York [38-1 
ustc J 9216], 303 U. S. 493. 

* Waddell v. Commissioner [39-1 ustc { 9381], 
102 F. (2d) 503. 


*% Regulations 111, Section 29.44-5; Waddell, 
supra, 
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If it appears that the business will have 
large capital gains or will receive the pro- 
ceeds of large life insurance policies or 
other tax-exempt income, it may be well 
to avoid the corporate form in order to 
avoid the taxation of this income to the 
stockholders upon its distribution to them 
as dividends. 


If the owners of a business expect to 
withdraw all of its profits each year, or if 
the profits from the business will be com- 
paratively small, the corporate form is inad- 
visable because of the double taxation of 
corporate profits. 


Tax-Saving Suggestions 


In commencing a new business it is im- 
portant that the organization under which 
it will be operated be carefully effected to 
utilize all applicable tax-saving methods. The 
following are suggestions along this line: 

Before deciding whether to use the cor- 
porate, partnership or proprietorship form 
of organization, a trial tax return should 
be prepared for the business and for each 


_owner under each form of organization con- 


templated. Then that form of organization 
which saves the most tax should be adopted, 
The following are among the factors to be 
considered in preparing trial tax returns: 


(1) Estimated income and deductions of 
the business. 


(2) Amount of reasonable salaries to be 
paid to employee-stockholders. 


(3) Interest to be paid to stockholders 
on corporate bonds or mortgages. 


(4) Income that owners will require for 
living expenses. 


(5) Approximate dividends that will be 
demanded by the stockholders or required 
by Section 102. 


(6) All other relevant facts that will have 
a bearing upon the tax liability of the 
business and of each owner. 


If the corporate form of organization is 
preferred, but it appears that the business 
may sustain losses during the early years 
of its operation, it may be advisable to oper- 
ate as a partnership or proprietorship until 
the loss period is over, and then incorpo- 
rate. This procedure offers the following 
tax advantages: 


Ths business losses of a partnership or 
proprietorship are deductible from the other 
income of the partners or the proprietor. 
The business losses of a corporation are not 
deductible from the other income of its 
stockholders. Accordingly, this procedure 
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permits the deduction of the early business 
losses from other high-bracket income of the 
partners or the proprietor, and switches the 
income of the business to low corporate tax 
brackets later when profits begin to appear. 


If a business commenced as a partnership 
or proprietorship turns out to be a failure 
and is liquidated before it is incorporated, the 
loss on liquidation will be fully deductible 
from other income of the partners or the 
proprietor. On the other hand, if the busi- 
ness has been incorporated from the begin- 
ning, the loss resulting from its liquidation 
will be deductible by the stockholders only 
as a capital loss on their stock, subject to 
the statutory limitations upon the deduction 
of capital losses. 


If the partners or the proprietor has no 
other income in the current year against 
which the operating losses of these early years 
may be offset, these losses may be carried 
back and forward for two years each way 
and offset against other income the partners 
or proprietor earned in the other four years.” 
This may not be done if the business is 
commenced as a corporation. 


A new business may select any fiscal year 
it wishes without obtaining permission from 
the Commissioner. The following matters 
may be considered in selecting the fiscal 
year to be used by a new business: 


A short taxable year of less than twelve 
months is usually advantageous. It keeps 
the business income in lower tax brackets 
and defers tax liability. A new business 
may obtain a short taxable year by selecting 
a fiscal year which will end at any time 
less than twelve months from the beginning 
of business operations. For example, if a 
new business begins operating as a partner- 
ship on January 1, 1948, and selects a fiscal 
year which ends on June 30, 1948, only six 
months’ profit from the business will be 
taxed to the partners during the year 1948. 


This short fiscal year idea has somewhat 
fantastic possibilities. The partnership just 
discussed might obtain another short taxable 
year of seven months by incorporating on 
February 1, 1949. The new corporation 
might obtain another short taxable year of 
six months by selecting July 31, 1949 as the 
end of its fiscal year. The corporation then 
might operate the business for a few years, 
pay no dividends, accumulate its profits as 
surplus, liquidate the corporation and with- 
draw the profits at capital gain rates. One 
tax authority whimsically remarked at this 
stage, “I hesitate to suggest that we could 


* Code Section 122; 472 CCH { 949. 
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then proceed as at the beginning and carry 
this process on ad infinitum.” * 


A corporation may select a fiscal year 
that will cause its dividends and year-end 
bonuses to fall in a later taxable year of its 
stockholders and employees, thereby defer- 
ring the individual’s tax on this income until 
a later year. For example, if the stock- 
holders, or the employees who will receive 
bonuses, are on a calendar year basis, the 
corporation may have its fiscal year end on 
January 31, 1949. This would cause the tax 
to these individuals upon dividends and 
year-end bonuses to be deferred until 1949, 
though earned largely in 1948. If the cor- 
poration and these individuals all had been 
on a calendar year basis, this income would 
have been taxable to the individuals in 1948. 


The fiscal year selected should permit the 
year-end inventory to be taken when mer- 
chandise on hand is low. For example, in 
a retail merchandise business the fiscal year 
might well end after the Christmas rush. 


We have heretofore mentioned that if the 
fiscal year of a partnership ends after the 
taxable year of the partners, the tax payable 
by the partners on partnership profits may 
be deferred for about one year. 


Splitting Business Operations 


If all the income of the business is tax- 
able to one business entity, higher tax 
brackets will be reached than if the income 
is split among several taxable entities. Ac- 
cordingly, a tax saving usually will result 
if the business is split into several corpo- 
rations, or into a combination of partnership 
or proprietorship and corporation, or a 
combination of all three.” When this split- 
up is possible, each business entity may be 
placed in lower tax brackets. For example, 
an automobile dealer may utilize one corpo- 
ration to sell new and used automobiles; 
another corporation, partnership or pro- 
prietorship to operate the repair depart- 
ment; and another business entity to own 
the business building and rent it to the 
other two companies. When businesses are 
thus split, an unfair allocation of rent, other 
expenses or income between the different 
entities should be avoided. Otherwise the 
Commissioner may reallocate the income 
and expenses under Code Section 45 on a 
fairer basis or may entirely disregard some 
of the entities. When corporations are used 


28H. Kenneth Marks, ‘‘Tax Problems in Buy- 
ing and Selling a Business,’”’ Proceedings of New 
York University Fourth Annual Institute on Fed- 
eral Taxation, p. 674. 

*% Buffalo Meter Company [CCH Dec. 16,214], 
10 TC —, No. 12 (1948). 
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in such split-ups, personal holding company 
classification should be avoided. 


If the corporate form of organization is 
preferred, the investors in the new business 
should consider buying the stock of a cor- 
poration that has a large loss carry-over to 
operate the business, instead of organizing 
a new corporation for this purpose. This 
loss carry-over might result in a tax credit 
sufficient to eliminate entirely or reduce 
materially the income tax on the profits of 
the business for the first year or two.” How- 
ever, if the “principal purpose” in buying the 
stock is to avoid taxes, the credit may be 
disallowed under Code Section 129." Another 
good business reason should exist for the 
acquisition of the stock of the old company. 


Capitalization with Bonds 


When an investor begins to operate a new 
business in corporate form, he usually trans- 
fers either money or property to the corpo- 
ration in exchange for its stock so the 
corporation will have assets with which to 
begin business. The investor seldom con- 
siders the tax advantages to be gained from 
exchanging long-term bonds, notes or mort- 
gages of the corporation for a part of his 
investment in the corporation, and stock 
for the remainder. It is necessary that the 
obligations be “long-term,” usually due in 
at least five years or more, only if the trans- 
fer of the assets to the corporation is to 
be a tax-free reorganization under Code 
Section 112 (b) (5). Then the obligations 
of the corporation must qualify as “securi- 
ties.” The advantages of capitalizing a 
corporation partly with its bonds or other 
obligations, as against an all stock capital- 
ization, are as follows: 


The double taxation of corporate profits 
will be partially avoided when the corpora- 
tion pays interest on its obligations to a 
stockholder. Interest is deductible by the 
corporation, whereas dividends to a stock- 
holder are not deductible. The corporation, 
therefore, obtains a deduction for this pay- 
ment to a stockholder which it could not 
have obtained had it used an all stock capi- 
talization. 


If the corporation has an all stock capi- 
talization, a stockholder usually can with- 
draw money from the corporation only as 
salary or dividends. In either case the with- 





% Lasser, op. cit., pp. 63-64. 

3 Ibid., p. 37; Regulations 29.129-3. 

"= Commissioner v. Freund [38-2 ustc { 9387], 
9% F. (2d) 201; Pinellas Ice & Coal Storage Com- 
ed v. Commissioner [3 ustc J 1023], 287 U. S. 
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drawal is taxable to the stockholder at his 
individual tax bracket of from nineteen per 
cent to 86% per cent. But if the corporation 
owes a stockholder money on a corporate 
debt, such as a bond or note of the corpora- 
tion, the stockholder is not taxed when the 
corporation pays a part of the principal of 
this debt to him. When such debts exist, 
a stockholder can withdraw tax-free money 
from the corporation by having the corpo- 
ration redeem some of its bonds or make 
a payment on the principal of its note. This 
saves the stockholder the tax of from nine- 
teen per cent to 86% per cent which he 
would have had to pay had the withdrawal 
been in the form of dividends or salary. 
Partial redemption of stock would not ac- 
complish the same purpose because such 
redemption ordinarily would be considered 
a taxable dividend to the extent of the cor- 
poration’s earned surplus. 


Section 102 of the Internal Revenue Code 
imposes a tax of from 27% per cent to 
38% per cent on profits which a corpora- 
tion allows to accumulate as surplus “beyond 
the reasonable needs of the business” for 
the purpose of avoiding the income tax pay- 
able by the stockholders if this corporate 
profit had been distributed to them as divi- 
dends. However, the Regulations under 
this section (Regulations 29.102-3) permit 
an accumulation of surplus for the purpose 
of “retiring bonds issued by the corporation.” 
The same is true as to other corporate obli- 
gations.” The use of bonds, mortgages or 
notes in the capital structure thus serves as 
a means of allowing profits to accumulate to 
a limited extent without violating Section 102. 


If the corporation is capitalized partly 
with bonds, it may be possible to give the 
bondholders the privilege of converting the 
interest on these bonds from fully taxable 
income to a capital gain. This may be done 
by issuing bonds which provide for a steadily 
increasing retirement price in lieu of, or in 
addition to, annual payments of interest. 
Upon retirement, the difference between the 
cost of the bond and the retirement price 
(which is in reality interest) will be taxed 
to a cash basis bondholder as a capital gain, 
and not as interest income, thus saving taxes 
on this interest for the bondholder. An 
accrual basis corporation can deduct the 
yearly increase in redemption price as in- 
terest. A cash basis bondholder, however, 
will pay no income tax on the yearly in- 
crease in redemption price until the bond 
is retired, usually years later. The bond- 
holder then pays tax on the increment at 





33 Lion Clothing Company [CCH Dec. 15,833], 
8 TC 1181. 
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low capital gain rates.“ Thus, the bond- 
holder not only defers tax on what is in 
reality interest, but saves tax he would 
otherwise have to pay on this interest. These 
tax advantages may be obtained only if (1) 
the bond is in registered form or has interest 
coupons attached,” and (2) neither the bond- 
holder nor members of his family own more 
than fifty per cent of the stock of the cor- 
poration.” 


If a corporation is capitalized with bonds, 
a top-heavy bond structure with only nom- 
inal stock should be avoided.” If bonds are 
issued in exchange for stock after the cor- 
poration has commenced business and accu- 
mulated a surplus from profits, the bonds 
may be taxed as a dividend to the stock- 
holders where there is no business purpose 
fot the exchange other than tax-saving.™ 
It is important, therefore, that the proper 
capital structure of the corporation be estab- 
lished when the corporation ts organized. 
Then any reasonable capital structure will 
be upheld for tax purposes.” 


Proper Accounting Procedures 


In starting a new business the owners 
have a choice of several different accounting 
procedures that affect the tax liability of 
the business. The business is bound by the 
owners’ elections, and it must usually ob- 
tain the permission of the Commissioner to 
change them.” The owner should be care- 
ful to select the accounting procedure best 
suited to the business. Among the matters 
to be considered in this connection are the 
following: “ 


(1) Whether to value inventory at (a) cost 
or (b) cost or market, whichever is lower.® 


(2) Whether (a) to deduct specific bad 
debts as they arise or (b) to deduct rea- 
sonable additions to a bad debt reserve.” 


% Code Section 117(f); Caulkins [44-2 ustc 
* 9416]. 144 F. (2d) 482; Mertens, Law of Federal 
Income Taxation, Vol. 3, { 22.12-.13; 474 CCH 
* 865.64 et seq.; Proceedings of New York Uni- 
versity Fifth Annual Institute on Federal Taxa- 
tion, p. 124. 

% Code Section 117(f). 

% Code Section 24(c); Lurie [46-2 ustc { 9315], 
156 F. (2d) 436 (CCA-9, 1946). 

* Swoby [CCH Dec. 16,123], 9 TC 887 (1947). 

% Bazley and Adams cases [47-1 ustc { 9288], 
67 S. Ct. 1489 (1947). 

3% Cleveland Adolf Mayer Realty Company 
[CCH Dec. 15,079], 6 TC 730, 741; Andersen Cor- 
poration [CCH Dec. 15,187(M)], 5 TCM 392 
(1946). 

‘© Regulations 111, Section 29.46-1. 

‘1 Lasser, op. cit., p. 63. 

* Regulations 111, Section 29.22(c)(2), 
amended. 

‘3 Code Section 23(k). 
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(3) Which method of depreciation is best 
suited to the business. There are many 
methods to choose from—the straight- 
line method, the declining balance method, 
the sinking fund method, the periodic ap- 
praisal method, the job basis method, the 
unit production method, etc.“ 


Uninterrupted Operation 


At the time a new business is organized, 
arrangements should be made to prevent 
its dissolution, or serious curtailment of its 
operations, upon the death of a partner, 
proprietor or principal stockholder. Failure 
to do this sometimes has disastrous con- 
sequences. 


If the decedent was an important execu- 
tive and a common stockholder of a close 
corporation, but was not in control of the 
corporation, his heirs may, upon his death, 
suffer the usual disadvantages of becoming 
minority stockholders in a close corporation. 
They may receive little or no dividends. 
They may be given practically no voice in 
the management of the corporation. The 
decedent’s salary from the corporation will 
cease upon his death. Therefore, his family 
may be pressed for cash at a time when 
it is most needed. 


If the decedent was a controlling stock- 
holder, the surviving stockholders and directors 
may find themselves handicapped when his 
wife and children, who know nothing about 
the business, demand a voice in its manage- 
ment as the new controlling stockholders. 
Inexperienced management can easily ruin 
a business. 


Partnerships are dissolved upon the death 
of a partner unless arrangements have been 
made for their continuance.“ Even if the 
partnership continues, the surviving part- 
ners may not wish to have the wife and 
children of the deceased partner as new 
partners in the business. Their interest 
should be purchased. 


Upon the death of a proprietor, his heirs 
may find that they are not qualified to 
operate the business. The result may be a 
forced sale of the business with very little 
left for the heirs. 


The disadvantages relating to a partner- 
ships or a corporation may be overcome if 
arrangements are made, preferably when 
the business first commences, for its opera- 
tion to continue uninterrupted by the death 
of a partner or important stockholder. This 
may be accomplished by an agreement of 


#4 Code Section 23(1). 
48 Mary D. Walsh [CCH Dec. 15,237], 7 TC 205. 
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the partners or principal stockholders in 
writing that upon the death of any of them 
the survivors will purchase the decedent’s 
interest in the business from his estate. The 
purchasers must have money with which 
to pay the purchase price. Accordingly, it 
is usually advisable for the partners or 
stockholders to insure the lives of each 
other, with the policies made payable to a 
trustee (or to each other), so the death 
benefits of the policy will provide the pur- 
chase price.® 


Death of Sole Proprietor 


A sole-proprietorship is operated by one 
individual. There are no partners or surviv- 
ing stockholders to purchase the proprietor’s 
interest upon his death. However, this dif- 
ficulty might be overcome by either of the 
following methods: 


(1) A binding agreement may be made 
by the proprietor and (a) a few key em- 
ployees, (b) his relatives, (c) a competitor 
who would like to own the business or (d) 
any other person or firm interested in the 
business, that these persons will buy the 
business from the proprietor’s estate upon 
his death. Preferably the purchaser should 
be required to finance all, or a major part, of 
the purchase price by insuring the pro- 
prietor’s life. 

(2) When no such persons will agree to 
purchase the business upon the proprietor’s 
death, the proprietor himself may arrange 
for the purchase by establishing a qualified 
profit-sharing plan, under which a certain 
amount of the profits of the business are 
contributed to a trustee during the lifetime 
of the proprietor. These contributions are 


46 Coates [CCH Dec. 15,224], 7 TC 125. 


deductible in full by the proprietor. The 
trustee uses the contributions to pay 
premiums upon a policy of insurance on the 
proprietor’s life, payable to the trustee. 
Upon the proprietor’s death, the proceeds 
of the insurance policy are paid to his estate, 
in consideration for which the business is 
sold by the estate to the trustee for the 
benefit of the employees.“ Thereafter the 
employees own and operate the business. 


Arrangements for the purchase of an 
owner’s interest in a business upon his 
death usually assure funds to support 
his surviving wife, children or other depend- 
ents and to pay his estate taxes and other 
debts. A ready market is provided for the 
owner’s interest in the business. If no such 
market is provided in advance, his interest 
is sometimes sacrificed at forced sale. The 
value of the owner’s interest in the business 
is fixed for estate tax purposes, and the 
assessment of a large estate tax upon the 
value of the good will of his interest in 
the business is thereby prevented. 


Such arrangements also assure the unin- 
terrupted operation of the business after the 


death of the owner. The surviving partners, 


stockholders, employees or others are as- 
sured that they may control the business 
without interference by heirs of the de- 
cedent who are unacquainted with the oper- 
ation of the business. The morale of the 
employees and the credit standing of the 
business are both enhanced by knowledge 
of the fact that the business will not be 
liquidated or disturbed by the death of one 
of the principal owners. 
[The End] 
47 Proceedings of New York University Fifth 


Annual Institute on Federal Taxation, pp. 125- 
127. 
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By ALBERT B. BERNSTEIN 


A FAVORITE METHOD of acquiring 
I% title to real and personal property in 
certain states is the use of the estate by 
the entirety, in which title is conveyed or 
transferred to husband and wife jointly 
with right of survivorship. Prior to the 
enactment of the Revenue Act of 1948, 
many tax attorneys and tax consultants 
advised their clients that estates by the 
entirety were very disadvantageous from 
a tax standpoint. 


Section 8ll(e) of the Internal Revenue 
Code provides, in effect, that in the gross 
estate there shall be included property to 
the extent of the interest therein held as 
tenants by the entirety by the decedent 
and spouse, except to the extent that the 
consideration is shown to have been fur- 
nished by the surviving spouse. The same 
rule applies to joint tenancies. A leading 
case on this subject is U. S. v. Jacobs? 


Marital Deduction 


The Revenue Act of 1948 does not amend 
Section 811(e) with respect to tenancies by 
the entirety and joint tenancies. However, 
the 1948 Act does add a new deduction to 
Section 812 now appearing in Section 812 
(e), called the marital deduction. Section 
812(e) (1) (A) provides that the marital 
deduction shall be an amount equal to the 
value of the interest in property which 
passes* from the decedent to his spouse, 
but only to the extent that such interest 
is included in determining the value of the 
gross estate. Under this new provision 
the first question that occurs to us is 
whether a property interest is considered 
as passing, for the purpose of the marital 
deduction, if it is received by the surviving 
spouse in an estate by the entirety upon 
the death of the other spouse. Section 812 
(e) (3) (E) very definitely answers this 
question in the affirmative. 

The next question that presents itself 
under the language of Section 812(e) (1) 
(A) is the extent to which the interest 
passing to the surviving tenant in an estate 
by the entirety is included in the value of 
the gross estate. This question is an- 
swered by Section 811(e) (1), which has 
not been changed by the 1948 Act. Under 

1 [39-1 ustc { 9336] 306 U. S. 363 (1939). 

*For the terminable interest rule, see Code 
Section 812(e)(1)(B). 


Estates by Entirety 


Attorney, Miami, Florida 


Section 8ll(e) (1), if the deceased spouse 
furnished all of the consideration for the 
property held as an estate by the entirety, 
the entire value of the property at the 
death of the deceased spouse is included 
in his gross estate. If the deceased spouse 
furnished half of the consideration, half of 
the value of the property at the time of 
his death is included in the gross estate. 


Please note that under the provisions of 
Section 812 (e) (1) (H) the total amount 
of the marital deductions shall not exceed 
fifty per cent of the “adjusted gross estate,” 
defined by Section 812(e) (2) to mean the 
entire value of the gross estate less the 
deductions allowed by Section 812(b) for 
administration expenses, claims, debts, 
taxes, -etc. 


‘Example 


Having made note of the statutory pro- 
visions, let us consider a specific example. 
If H died owning real property standing 
in his name and valued at $100,000, securi- 
ties standing in his name and valued at 
$50,000, a bank account of $100,000, life 
insurance (on which he paid the premiums) 
payable to his son in the sum of $75,000, 
and Blackacre, owned with his wife W-as 
tenants by the entirety and valued at 
$200,000 (the entire consideration for 
Blackacre having been furnished by H), 
H’s gross estate would be valued at $525,000, 
the aggregate total of the aforementioned 
amounts, under the provisions of Section 
811. If we assume the Section 812(b) 
deductions to be $25,000, the adjusted gross 
estate would amount to $500,000. Now 
the maximum marital deductions could 
not exceed one half of this figure, or 
$250,000. But there has automatically 
passed to W an interest in the property 
held as an estate by the entirety to the 
extent of $200,000 since H paid the full 
consideration for the property valued at 
$200,000 at his death. Consequently, H’s 
estate is entitled to an additional marital 
deduction of only $50,000. If the will of 
H left W $50,000, or property of the value 
of $50,000, the maximum marital deduction 
would be exhausted. The harsh effects of 
Section 811(e) with reference to estates by 
the entirety, therefore, have been somewhat 
remedied by the estate tax provisions of 

(Continued on page 607) 
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By CARBERY O'SHEA 


hy the fast-moving world of today, com- 
plicated by modern competitive prac- 
tices, innumerable government regulations, 
the high cost of living and the vicissitudes 
of tax rules and policies, the tax burden 
of most individuals is higher than it has 
to be. The reason is failure to plan for 
tax minimization. In the long run, such 
tax hypertension has the same consequences, 
figuratively, for the taxpayer as result from 
failure to see the doctor to reduce high 
blood pressure. 


The task of the tax physician is to bring 
down the tax pressure of his clients. The 
client who waits until the last days of his 
taxable year or a few days before March 15 
to see his tax lawyer or accountant can 
be helped only partially and temporarily. 
Tax reduction entails a patient process of 
testing, analyzing and planning carefully 


and constantly over perhaps many months. 


Few clients could absorb at one sitting 
the multitude of tax minimization plans 
applicable to their affairs. 


To be really effective, the tax adviser 
must have a thorough knowledge of the 
taxpayer’s full financial and family affairs, 
past activities and future plans. The tax- 
paver who consults an expert only when 
he is in trouble, or after the negotiations 
of a business deal have been agreed upon, 
is a foolish man. The taxpayer who wants 
his adviser to draft his will but does not 
tell him about the true financial status of 
his business or the assets of his wife, is only 
asking for higher taxes on his estate or 
widow. The taxpayer who wants to know 
“the chances that the revenue agent will 
make trouble,” or who holds back docu- 
ments or facts which he thinks will hurt, 
is most dangerous. 


Effect of Tax Motive 


Tax minimization is merely a softer name 
for tax avoidance. In spite of the constant 
lip service given by the courts to the state- 
ments that tax motive is immaterial and 
that everyone has a legal right to arrange 
his affairs'so as to pay the smallest amount 
of tax, the books are full of cases decided 
in favor of the government which can be 
explained only because the taxpayer’s steps 


Minimization of Tax Burden 


Attorney, New York City 


to effectuate a transaction appeared to be 
motivated by tax considerations. In spite 
of being intensely practical, taxation is also 
unrealistic. Tax motive always exists on 
the part of any intelligent man, but at all 
times such motive must be submerged. 


The wise tax adviser insists on time 
intervals between steps in a transaction. 
He avoids over-clever or too complicated 
plans and, as far as possible, recommends 
that things be done in a normal, natural 
and simple way. He culls the facts to 
discover business or family motives in lieu 
of tax motives. He sees that business con- 
siderations are incorporated in corporate 
resolutions, contract recitals and other 
documents. He often requires that trusts, 
corporations and partnerships continue in 
business, even at a greatly reduced scale, 
and that they be dissolved only at a time 
when sound business reasons for doing so 
are present. He always urges the keeping 
of proper records and, wherever possible, 
audits by independent accountants. 


Minimization Formula 


The income tax is merely the product of 
multiplying the taxable net income by the 
tax rate. Reduce either and the tax is 
smaller. Taxable net income can be reduced 
only by (1) receiving income which is not 
“income” within the meaning of the tax 
law; (2) taking advantage of all exclusions 
from gross income; (3) postponing realiza- 
tion of income by proper choice of elections, 
the tax-free exchange provisions and adop- 
tion of the most advantageous sales, ac- 
counting and inventory methods; (4) taking 
all allowable deductions; and (5) claiming 
dependency credits properly. 


The tax rate can be reduced, without the 
aid of Congress, by (1) converting ordinary 
income into capital gain taxable at the 
twenty-five per cent maximum rate; (2) 
spreading income or shifting income and 
deductions over more taxable years, or toa 
particular year; (3) spreading the income 
over more taxable entities so that the tax 
brackets on each will be less than the tax 
bracket if the income were in one entity; 
and (4) electing to report on the proper 
tax form, or exercising properly the privi- 
lege of filing joint or separate returns. 
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Reducing Gross Income 


Nothing can be done to reduce receivable 
gross income. But the taxpayer can arrange 
to receive money, rights and benefits which, 
while not includible in gross income, do 
reduce the cost of living or increase po- 
tential wealth or security. Thus, group 
life, health or accident insurance for em- 
ployees results in no taxable income to 
employees; but it does result in monetary 
security and savings to them. Hospitaliza- 
tion, medical service, training courses, work 
clothes, business club dues, travel costs, 
supper money for overtime, board and 
lodging where necessary to the employ- 
ment, entertainment, health- and morale- 
building activities, low-cost lunches, courtesy 
discounts on purchases and a large number 
of other benefits can be furnished by the 
employer without resulting in taxable com- 
pensation to employees. The recent case of 
Otto Schairer [CCH Dec. 16,034], 9 TC 
549 (1947), shows how the employer can 
help the employee who sells his home at a 
loss upon his transfer to another city, by 
reimbursing him for his loss at, in effect, 
capital gain rates. 


The corporate executive who receives a 
stock option for his services does not 
receive at that point taxable gross income; 
but he is actually or potentially wealthier 
because he may receive income, even if it be 
taxable income, whenever he wants it. Cor- 
porations which take care of the wives or 
dependents of certain retired or deceased 
employees give the rough equivalent of life 
insurance or pension protection tax free to 
the employee. 


Stock dividends properly arranged can be 
tax free and at the same time increase the 
stockholder’s realizable wealth. A taxpayer 
may receive and live for years on borrowed 
money without paying income taxes, and 
yet upon his death have a reduction of his 
estate tax by reason of the debt claimed 
against his estate. See Katharine Loring 


[CCH Dec. 14,045 (M)], 3 TCM 705 (1944). 


Exclusions from Gross Income 


The search for deductions is so intent 
that many taxpayers forget the exclusions 
from gross income. Because the federal 
government no longer issues tax-exempt 
securities, many taxpayers erroneously think 
that interest on state and municipal bonds 
is taxable. The beneficiary of a Clifford type 
of trust often includes the income he re- 


ceives, which is legally taxable only to the 
grantor. 


A little tax planning as to life and en- 
dowment insurance and annuities can save 
the big and the little taxpayer unnecessary 
tax and create larger tax-free payments to 
the beneficiaries. Many small taxpayers 
have endowment insurance policies. Upon 
maturity the excess of the amount received 
over the total net premiums paid is interest 
income taxable all in one year, although 
actually it has been accruing over the years. 
If, before the policy matures, the insured 
surrenders his right to withdraw the pro- 
ceeds and elects to have them held for him 
at interest, to convert them into an annuity 
or to receive the amount of the proceeds in 
fixed installments over a course of years, no 
part of the proceeds on maturity of the 
policy results in taxable interest income. 
Usually the best option to elect is to receive 
the proceeds over a fixed number of years. 
Until the total net premiums paid have 
been recouped, no taxable income results. 


When the insured dies, the beneficiary of 
a life insurance policy is never taxed on 
account of the receipt of the proceeds 
unless the beneficiary has purchased the 
policy, in which case it is treated like any 
other investment for tax purposes. If, 
however, the insurance proceeds are left 
with the company at interest or the “excess 
interest option” is elected, the payments 
thereafter received are, of course, taxable 
interest income. But if before or soon 
after the insured’s death the beneficiary elects 
to receive the proceeds in installments for 
years, no part of the installments is deemed 
partly taxable interest. In effect, interest 
on the proceeds is received without tax. 

If the insured surrenders the policy, 
however, ordinary income results to the 
extent that the cash received exceeds the 
net premiums paid. There being no sale 
or exchange, but merely a surrender, capital 
gain cannot be claimed. But if the insured 
sells the policy to a third person, capital 
gain or loss will result. The buyer should 
be able to amortize his purchase price over 
the remaining life expectancy of the in- 
sured. One hesitates to recommend a gift, 
and perhaps even a sale of a life or endow- 
ment insurance policy immediately prior to 
maturity, because of the possibility of taxa- 
ble income under the principles of Helvering 
v. Horst [40-2 ustc J 9787], 311 U. S. 112 
(1940). 


Annuity Contracts 


Only three per cent of the annuity cost 
is taxable until the payments received with- 
out tax equal the full cost of the annuity. 
The cost, of course, is the amount paid 
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for the annuity, or the donor’s cost where 
the annuity is received by gift. While the 
purchase of annuities has many social ad- 
vantages, tax loss results unless the life 
expectancy of the annuitant is long enough 
for the untaxed portions of the total in- 
stallments payable to equal the cost. Even 
then it is doubtful that the annuitant can 
win since thereafter all payments are deemed 
ordinary income, while if he dies before his 
life expectancy there is no deductible loss. 
Surrender of the annuity contract results 
in ordinary income or deductible loss if 
the contract was purchased for profit. 


One type of annuity contract always 
beneficial income taxwise is the combina- 
tion annuity-insurance policy. The insured 
may pay $100,000 for the combination. 
Forty thousand dollars may be the cost of 
the annuity and $60,000 the cost of the 
paid-up life insurance policy. When he dies, 
$100,000 is paid to his beneficiary. While 
he lives, he may receive an “annuity” of 
$3,000 a year, the equivalent of three per 
cent on the $100,000 investment. Only 
$1,200, equal to three per cent of the 
$40,000 cost allocable to the annuity, how- 
ever, is taxable. Eighteen hundred dollars, 
the difference between $3,000 received and 
$1,200 taxable income, is a nontaxable an- 
nuity payment, although realistically the 
entire $3,000 is merely interest on his $100,000 
investment in the insurance company con- 
tract. 


Dividend Income 


Individuals owning stock can convert 
prospective dividend income into capital 
gain by selling the stock before the ex- 
dividend date. For example: On November 
1, A sells B stock on which a dividend was 
declared October 15, payable December 1 
to stockholders of record on November 15. 
A in effect receives the amount of the 
prospective dividend in the selling price, 
but it is taxable at capital gain rates if the 
stock was held for more than six months. 
The dividend, when paid on December 1, 
goes to the buyer who on November 15 was 
the stockholder of record. Where the buyer 
buys the stock on or after the ex-dividend 
date, usually two or three days before the 
record date, the seller and not the buyer 
is taxed on the dividend since the agreement 
was to sell the stock without the dividend. 


Conversion of potential dividends into 
capital gain benefits the individual seller 
only if his net income is $22,000 or more 
or, if a joint return is filed, the combined 
net income is $40,000 or more. 


Minimization of Tax Burden 








However, it is usually advantageous to 
buy after the ex-dividend date to avoid the 
dividend income. Normally the buyer will 
pay a smaller purchase price since the 
dividend will no longer be reflected in the 
price. A corporation, however, would pur- 
chase the stock before the ex-dividend date 
in order to receive dividend income, on 
which the effective tax is 5.7 per cent 
(thirty-eight per cent of fifteen per cent). 
If the corporation purchases after the ex- 
dividend date, it will not receive the divi- 
dend and upon the sale of the stock may 
obtain a larger capital gain or a lesser 
capital loss. 


Sale of Dividend Right 


After the record date but before the 
payment date a stockholder can sell his 
stock with the dividend right under a 
specific contract with the buyer, and thereby 
anticipate the dividend income. The sale 
of the right to the dividend results in 
ordinary income to him in the amount of 
the total price allocated to the dividend. 
While the dividend would be paid to the 


_ seller, he would not be taxed on it because 


he has previously paid tax on the amount 
of the dividend and must turn over the 
dividend to the purchaser. The purchaser 
will not receive taxable dividend income 
since he is merely collecting the amount 
of the account receivable he has purchased. 
Where dividends are declared before the 
end of the year and, as is frequently the 
case, are paid shortly after the beginning 
of the year, the individual taxpayer, by 
selling his stock plus the right to the 
dividend, can, when it is advisable, anticipate 
income to the year in which tax rates or 
his net income is lower. These same prin- 
ciples should apply where a taxpayer sells 
only the right to future dividends for a 
period of years. The price he receives is 
taxable to him as ordinary income in the 
year the price is paid. Future dividends, 
however, when paid, are not taxable to the 
seller. The buyer pays no tax on such 
dividends unless he receives more than he 
paid the seller for the right to them. 


There are many other methods of reduc- 
ing dividend income. The purchase of 
stock with dividend arrearages results on 
redemption of the stock in capital gain 
equal to the difference between the cost of 
the stock and the total amount received 
on redemption, even though a large part of 
the amount received on redemption may 
actually represent dividend arrearages. Many 
“dividends” are really a return of capital, in 
whole or in part, where the corporation 
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has no earnings and profits. Usually divi- 
dends paid in cash by regulated investment 
companies throughout the year are to be 
treated in part as capital gain income. 


Dividends in Kind 


Dividends in kind of property likely to 
appreciate in value afford a source of large 
potential income or profit to shareholders. 
For instance, a dividend of stock of a 
subsidiary is taxable to the extent of the 
fair market value of the stock so distributed. 
Such value may be small. However, the 
subsidiary may have great potential value, 
perhaps because it has valuable sources of 
business from the parent or owns patents 
which when developed may have large value. 
The growth of the subsidiary or its assets 
enhances the wealth of the stockholder, 
which they can realize at capital gain rates 
upon the subsequent sale of their stock 
in the subsidiary. 

Today we sometimes find a deficit cor- 
poration having property which has greatly 
increased in value. If the corporation sells 
the property, it may change a deficit on 
its balance sheet into a profit. If instead 
of a sale the corporation declares a dividend 
in kind of the property, stockholders do 
not receive a taxable dividend. The deficit 
corporation derives no income by declaring 
dividends in kind. The basis for the prop- 
erty in the hands of the stockholders is 
its fair market value. Upon a sale of the 
property soon after the dividend, they re- 
ceive merely such value and no taxable 
income. The distribution being nontaxable, 
of course, the basis of the stock they hold 
is reduced by the value of the property 
distributed, and any excess is taxed as 
capital gain. The point is, however, that 
this method avoids taxable income to the 
corporation’ and ordinary dividend income 
to the stockholders. Some cases hold that 
this rule does not apply if the corporation 
purchased the property from amounts 
which were earnings and profits. Perhaps 
this is the safer rule to follow, but the 
taxpayer may decide to take his chances. 


Taxable Interest Income 


With proper planning, interest often can 
he received without tax, or at least at only 
capital gain rates. 

On sale or redemption of corporate bonds 
issued at a discount which increase in value 
to maturity, the taxpayer derives only capi- 
tal gain, the interest being taxed in effect 
at capital gain rates. Where defaulted 


bonds are purchased flat and later redeemed, 
the same treatment accorded redemption 
of corporate discount obligations applies. 
The overdue interest received is treated as 
part of the obligation purchased, and there 
is no gain or income when the defaulted 
interest is paid until basis is recovered. 
This is true even of coupon bonds. In the 
case of tax-free interest bonds, however, 
payment of the defaulted interest is, of 
course, tax-exempt; but at the same time 
it reduces the basis of the bonds. Hence, 
on redemption or sale of the bond the 
lower basis results in greater capital gain 
or lesser capital loss. 


Most small taxpayers own United States 
Savings and War Bonds of the type issued 
at discount, which increase in value to 
maturity. Where savings bonds were is- 
sued before March 1, 1941, the interest on 
$5,000 principal amount is exempt each 
year from surtax. Taxpayers should plan 
so that no more than $5,000 principal value 
matures in one year; otherwise, the interest 
on the excess over $5,000 is subject to 
surtax. Bonds having $5,000 principal 
should be redeemed or sold each year, so 
that in any one-year not more than $5,000 
matures or is sold. 


By statute the interest on these types of 
bonds is taxable on maturity or redemption. 
The taxpayer has the option of electing to 
report the annual incicase in redemption 
price as interest income each year, but in 
the year he first so elects he must report 
the entire increase in value from the time 
he received the bonds. The option applies 
to all similar bonds he owns or thereafter 
acquires, and the election cannot be changed 
without the Commissioner’s permission. The 
taxpayer obtains a distinct tax advantage 
by making the election in a year he has 
a low income or in a loss year. In most 
cases the election is advisable in any event; 
otherwise, the taxpayer will receive all the 
interest in one year upon maturity of the 
bonds. Children, even of tender age, would 
be wise beyond their years to file returns 
electing to report their accruing interest 
on their war and baby bonds each year, 
even if they have less than $500 gross and 
need not file a return. On maturity of the 
bonds the interest income would not then 
be taxed. 


Interest can be anticipated. Often the 
borrower in a high tax bracket may be able 
to save much by paying interest in advance. 
The lender, of course, receives future inter- 
est income all in one year under such an 
agreement. Tax advantages to both parties 
may flow from such planned action. If 
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interest is due and collectible, however, the 
lender who postpones receiving with the 
view to postponing tax may find himself 
faced with taxable income anyway by way 
of constructive receipt. But whenever in- 
terest collection is honestly in doubt or in 
dispute, it is not taxable until the year the 
doubt is removed. 


Deferred Compensation Plans 


High tax rates today prevent bonus and 
compensation payments from satisfying the 
needs of high-salaried executives and many 
other employees. The ideal solution is to 
obtain a present deduction by the employer, 
at the same time deferring taxable income 
to the employee until he retires but giving 
him immediate vested rights in the deferred 
compensation. Such a plan can be devised, 
but it is most difficult to execute it to the 
extent desired by the employee. Often 
we can approach this ideal only in part. 


Qualified pension, profit-sharing or stock 
bonus plans which meet the requirements 
of Section 165 of the Code contain all the 
desirable elements. There are, however, 
two difficulties: (1) the cost of the plan 
to the employer frequently is quite high 
because the nondiscriminatory provisions 
in Section 165 require coverage of a large 
group of the employees; and (2) there are 
certain definite limitations on the amounts 
of benefits obtainable by stockholder-em- 
ployees, officers or highly compensated em- 
plovees. In most instances, however, 
qualified compensation plans will meet the 
desires of both the employer and the em- 
ployee. Today many businesses find that 
they must have pension or other retirement 
plans to attract desirable employees. Most 
companies find that such plans in effect 
pay for themselves by creating a high 
morale in the employees and reducing turn- 
over. Pension plans are not reserved for 
the large corporations. The vast majority 
of pension and profit-sharing plans which 
have been approved by the Treasury De- 
partment in recent years are for companies 
with a small number of employees, perhaps 
twenty or thirty. The-average small com- 
pany should seriously consider adopting 
pension or profit-sharing plans as a means 
of deferring compensation for their em- 
ployees. 


Nonforfeitable Rights 


Sometimes, however, a plan under Section 
165 cannot attract the top executives es- 
sential to the success of the business. These 
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executives find they cannot obtain sufficient 
retirement income under such a plan. In 
such cases a retirment income plan which 
does not meet the requirements of Section 
165 may be tried. Today many plans of 
this type are being adopted. To be success- 
ful, however, the employer must be willing 
to give up the deduction for his contribu- 
tions to the trust created under the plan. 
Usually such plans provide that the em- 
ployer will have only forfeitable rights to 
the contribution he has made in the taxable 
vear. If the employee obtains immediate 
nonforfeitable rights, the employer will ob- 
tain his deduction; but the amount of the 
contribution will be taxable to the employee. 
Few executives, however, would be satisfied 
with only forfeitable rights. To avoid this 
it is often provided that after a certain 
number of months in the succeeding taxable 
year, the employee, if still with the com- 
pany, will obtain nonforfeitable rights in 
the contribution made in the prior year to 
provide for his retirement income. This 
raises the problem of whether the employee 
will obtain taxable income in the year when 
such rights become nonforfeitable. Because 


_of the uncertainty of the law, the plan 


usually contains a provision that in the 
event taxable income to the employee re- 
sults from the creation of nonforfeitable 
rights, funds will be released to him to 
meet the taxes. It is also advisable for the 
plan to provide that the employee’s rights 
in all cases, perhaps even after retirement, 
are contingent and will be lost if he works 
for a competitor, discloses trade secrets or 
commits other acts detrimental to the in- 
terests of the corporation. Sometimes it is 
provided that the employee must give con- 
sultive services to the employer in order 
to retain his rights. The benefits under 
this type of plan are obvious. Upon retire- 
ment the employee will obtain large pension 
benefits. These are more valuable to him 
than present compensation, in view of high 
tax rates. The difficulty, however, is that 
the employer will receive no deduction for 
his contribution. Frequently this 
adoption of the plan impossible. 


makes 


Fixed Pensions 


Another possible means being used today 
to meet the problem of deferring compensa- 
tion is for the corporation to enter into a 
contract for a fixed pension to the executive 
upon his retirement. All the tax results 
of such a contract have not been finally 
adjudicated by the courts. It is probable 
that the executive will not be taxed until 
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the pension is paid to him after his retire- 
ment. The employer will obtain his de- 
ductions each year as the payments are 
made. Such contracts are not, however, 
treated as annuities under Section 22 (b) 
(2) (B). There is another possibility that 
the executive may be taxable when his 
rights to receive the pension under such a 
contract become nonforfeitable, such as 
upon retirement. It would be a most 
disastrous consequence if the value of such 
rights immediately upon retirement should 
be income all in that year. To avoid this 
possibility, such contracts usually contain 
provisions that the continuance of the pen- 
sion payments is conditional or contingent 
even after retirement. The conditions in- 
serted may be that the employee must not 
advise or work with a competitor, but 
must continue to give the employer consul- 
tive services even after his retirement. To 
avoid the possibility of the employee’s being 
taxed on the value of such a contract, it 
is highly questionable that the contract 
should give minimum benefits if the em- 
ployee quits or dies before retirement. The 
employee should have no right to assign 
the contract, which should have no cash 
surrender value; otherwise, it may result in 
taxable compensation to the employee. 


Life Insurance 


Where the employer pays life insurance 
premiums on a policy of the employee, the 
amount is, of course, taxable compensation 
even if life insurance is issued in connection 
with a plan under Section 165. In order 
for the employer to obtain his deduction, 
he must have no right, direct or indirect, to 
name the beneficiary. Most companies feel 
that ordinary life insurance does not solve 
the problem either for the employer or 
employee. Group life insurance, however, 
will do so. The employer obtains his deduc- 
tion, and there is no compensation to the 
emplovee. Group life insurance is most 
helpful to employees with lower income, 
but the limitations make the obtainable 
benefits too low to satisfy top executives. 


Stock as Compensation 


Perhaps the best way, where a corpora- 
tion is fairly closely held, to compensate 
executives is to give them as compensation 
low-price stock of a subsidiary, special types 
of management stock, a special class of 
stock which may be subject to a contin- 
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gency affecting its value, or a special low- 
class stock convertible under certain cir- 
cumstances into a better class of stock. 
Employees in such situations may have 
little taxable income. In the future, how- 
ever, such classes of stock may have con- 
siderable value which the employee can 
obtain at capital gain rates upon its sub- 
sequent sale or redemption when he reaches 
retirement. This method is frequently 


adopted where the corporation is not too 
large and the financial structure is flexible. 


Contingent Compensation 


In many situations executives may be 
benefited by anticipating or postponing 
payment of compensation to a year more 
favorable to the employee. If the right to 
the compensation is contingent and not 
susceptible of value, no income occurs until 
payment or until removal of the contin- 
gency. By making the compensation con- 
tingent upon earnings or sales of the 
corporation, by making bona fide loans to 
the employee or by allowing the employees 
liberal expense accounts, executives can 
obtain considerable benefits. The practice 
of blanket expense accounts may prove 
more detrimental to the employee since he 
must report the amount he receives in 
income and must justify his expenses on 
his own return. 


Medical Expense Deduction 


The deductions literally are from A to 
Z. Much has been said on almost every 
type of deduction. One deduction of which 
taxpayers frequently do not take the fullest 
advantage is the medical expense deduction. 
Most taxpayers think that medical expenses 
consist of the hospital bill, the doctor’s 
fee, the cost of a nurse and perhaps pre- 
miums on hospitalization insurance. Medi- 
cal costs include a great number of other 
items, such as drugs, medical supplies, 
vitamins, tonics, hearing devices, glasses, 
toothpaste, ambulance hire and even medici- 
nal whiskey. The various items includible 
may accumulate at the end of a year into 
a substantial deduction if the taxpayer will 
only keep some record of them. If the 
taxpayer can submit proper proof from the 
doctor as to the necessity of going to a 
favorable climate to recuperate or prevent 
illness, the travel cost, including all meals 
and lodging, may also be deducted. 


Medical expenses are deductible only in 
the vear actually paid, whether the taxpayer 
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be on a cash or accrual basis. This enables 
the taxpayer to accumulate his medical 
expenses in one year or to shift them to 
another year. Since only the amount in 
excess of five per cent of adjusted gross 
income is deductible, it is often advantage- 
ous to postpone payment of the medical 
bills which occur toward the end of a year 
until the beginning of the next year. 


Increased Maximum Deduction 


The Revenue Act of 1948 has increased 
the maximum medical expense deduction 
for an individual to $1,250 multiplied by 
the number of his exemptions on account 
of dependents, with a maximum of $2,500 
on a separate return and $5,000 on a joint 
return. For a single individual who may 
be the head of a family, the deduction will 
be only $1,250 for himself and his depend- 
ents if his dependents have gross incomes 
over $500 a year each. If one of the de- 
pendents made less than $500 a year, the 
maximum deduction would be $2,500. This 
illustrates how letting his dependents earn 
over $500 a year may cost the taxpayer 
considerable tax. 


Before one pays medical expenses, he 
should determine who should make the 
payment. A dependent who has a gross 
income of over $500 a year usually can 
deduct most of his medical expenses since 
normally almost all of the expenses would 
exceed five per cent of his adjusted gross 
income. On the other hand, if the parent 
pays such expenses, it might be well for him 
not to deduct any part of it since his income 
normally is much higher and the medical 
expenses may not exceed five per cent of his 
adjusted gross income. It should be re- 
membered that medical expenses are de- 
ductible whether they are paid from income 
or from capital. The taxpayer may include 
the expenses he incurs for himself, his 
spouse and his dependents, even though his 
dependents make more than $500 a year. 
Where a joint return is filed, medical costs 
paid for the wife’s dependents are also in- 
cluded, even if such dependents are not 
dependents of the husband. The medical 
expense is includible if the relationship exists 
either at the time the expenses are incurred 
or at the time they are paid. 

Since the Revenue Act of 1948, in most 
cases husband and wife will file joint re- 
turns. One can conceive of situations, 
however, in which medical expense deduc- 
tions will be wasted if a joint return is filed; 
therefore, in spite of the split-income meth- 
od, it might be advantageous for husband 
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and wife to file separate returns. The medi- 
cal expense deduction of the excess over 
five per cent of adjusted gross income may 
be greater when separate returns are filed 
even in the light of the split income. Nor- 
mally this situation would arise only among 
wealthy taxpayers. 


Reimbursement for medical expenses also 
raises problems. The amount of medical 
expenses is determined by subtracting from 
the medical payments made during the 
year the amounts of reimbursement by 
insurance or otherwise. Not every reim- 
bursement by an insurance policy need be 
subtracted. The recent case of Robert O. 
Deming, Jr. [CCH Dec. 16,018], 9 TC 383 
(1947), held that reimbursement by insur- 
ance means insurance upon the risk assumed, 
namely, medical expenses, and not upon 
other risks, such as accidental injuries, loss 
of time, etc., covered by the same policy. 
In effect, therefore, if an accident insurance 
policy reimburses not only for hospitaliza- 
tion and doctors’ fees but also for loss of 
time, only the amount received for the 
hospitalization and doctors’ fees need be 
subtracted. It would also be well for the 


_taxpayer who receives financial help to meet 


his medical expenses from a relative or 

friend, to see that the money is given to’ 
him as an outright gift rather than as 

reimbursement for his expenses. It is pos- 

sible that such reimbursement might be by 

“otherwise,” and therefore would reduce the 

medical expense deduction. 


Taking Advantage of Capital Gains 


The ingenuity of the tax lawyer and ac- 
countant is evidenced by the multitude of 
methods they have established to secure 
“twenty-five per cent money,” and thereby 
obtain capital gains in lieu of ordinary in- 
come. 


Section 112 (b) (5) of the Internal Reve- 
nue Code offers in special circumstances the 
possibility of converting noncapital assets 
into capital assets, with a resultant twenty- 
five per cent maximum tax upon the sale 
of the latter. In Commissioner v. Gracey 
[47-1 ustc J 9154], 159 F. (2d) 324 (CCA- 
5, 1947), the taxpayer upon dissolution of 
a partnership received depreciable assets, 


. which he held for a while and then ex- 


changed for the stock of a corporation in 
a Section I'12 (b) (5) exchange. A month 
later he sold half of his stock at a consider- 
able profit, which he reported at capital 
gain rates. The Circuit Court of Appeals 
sustained the capital gain treatment, and 

(Continued on page 605) 
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By MALVERN B. FINK 


T= AMENDMENTS made by the Rev- 
enue Act of 1948 to the estate and gift 
tax laws will work far-reaching changes in 
the applicability of two basic procedures of 
estate planning which are everyday tools ot 
the tax practitioner: (1) inter-vivos gifts be- 
tween spouses and (2) testamentary life 
estates from each spouse to the other. 


The procedures, and the modified uses to 
which they must henceforth be put, may be 
illustrated by comparing the handling of a 
simple typical situation under the old law 
and under the new law. H, the husband, has 
an estate of $1,000,000; W, his wife, has no 
estate. H has made all the inter-vivos gifts 
to children and other relatives which he is 
willing to make and considers the $1,000,000 
as basic security for himself and W. At the 
same time, he wishes to keep estate and gift 
taxes at a minimum, thereby preserving as 
much of the $1,000,000 as possible for the 
next generation once he and W have died. 


Under the old law, H’s standard approach 
to the tax problem would be to move in the 
direction of equalizing W’s estate with his 
own estate. He would accomplish this by 
inter-vtvos gifts to W, with a view to escap- 
ing the severe estate tax on the upper bracket 
of his estate at the cost of a lesser gift tax. 
The brake against complete equalization of 
the two estates would be the rising gift tax 
rates. Thus, once the gifts reached the point 
where H was paying, say, a twenty-one per 
cent gift tax for the privilege of reducing the 
estate tax on the property transferred from 
thirty-nine per cent in his estate to eighteen 
per cent in W’s estate, further equalization 
by gift would become unprofitable insofar as 
estate taxes were concerned. In the given 
case, the balance point would be reached 
at approximately $100,000 of net gifts, per 
Table III appended. 

The next standard step would be for H 
and W to provide in their respective wills 
for life estates to the surviving spouse, with 
remainder to the ultimate heirs. This provi- 
sion, of course, was intended to prevent the 
assessment of two estate taxes on the same 
property in the event that either spouse sur- 
vived the other by more than five years. 


Under this standard treatment of the 
problem, the gift and estate taxes assessed 
would have amounted to $277,000, so that 
$723,000 of the original $1,000,000 would 
have passed to the next generation, per 
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Table III. If no gifts had been made, and 
W had predeceased H, H’s estate tax would 
have amounted to $304,000 and only $696,000 
of the original $1,000,000 would have passed 
to the next generation, per Table II. If no 
gifts had been made, and W had inherited 
all of H’s estate outright and survived him 
by more than five years, the double estate 
tax would have amounted to $497,000, leav- 
ing only $503,000 for the next generation, 
per Table I. Thus, the taxes saved by inter- 
vivos gifts and testamentary life estates 
might run as high as $220,000. 


Basic Practices 


This example illustrates the effectiveness 
of the two basic practices of estate tax 
minimization under the old law within the 
husband-wife family group: (1) inter-vivos 
gifts from the wealthier to the poorer spouse 
and (2) testamentary provision for a life 
estate to the surviving spouse with re- 
mainder over. 


What happens to these accepted practices 
under the new law? The focal provision of 
the new law is the marital deduction, for 
estate tax purposes, covering property pass- 
ing from the decedent to his surviving 
spouse. This deduction may not exceed 
fifty per cent of adjusted gross estate. 
Furthermore, it is not generally applicable 


to life interests bequeathed to the surviving 
spouse. 


Alternative to Inter-Vivos Gifts 


One indicated procedure for H under the 
new law is to make no inter-vivos gifts to W, 
but in lieu thereof to bequeath fifty per cent 
of his estate to her outright, thereby secur- 
ing the maximum marital deduction. He 
bequeaths the balance of his estate in trust 
to W for life with remainder over. Should 
H die first and W thereafter, the aggregate 
estate taxes assessed would amount to 
$254,000, leaving $746,000 of the original 
$1,000,000 to pass to the next generation, 
per Table V. This result represents the 
theoretical ultimate in tax minimization 
under either the old or the new law. 


But this ultimate has a flaw. Suppose W 
dies first. H will lose his marital deduction 
(if we disregard a possible remarriage), and 
his estate tax will jump back to $304,000, 
leaving only $596,000 of the original $1,000,000 
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for the next generation, per Table II. He 
could protect himself against this contin- 
gency by making inter-vivos gifts of $160,000 
to W, and having her provide by will for 
a life estate to him with remainder over. 
Under such circumstances, the aggregate 
gift and estate taxes if she dies first will be 
only $268,000, leaving $732,000 of the original 
$1,000,000 for the next generation, per 
Table IV. 


New Principles 


Thus, the two basic procedures of husband- 
wife estate tax minimization must now be 
limited in their application in the light of 
the following principles: 


(1) Inter-vivos gifts from the wealthier to 
the poorer spouse, beyond the amount of the 
gift tax marital deduction and the specific 
exemption and exclusions, are more costly 
taxwise than similar testamentary bequests 
within the limits of the estate tax marital 
deduction. However, if the wealthier spouse 
withholds inter-vivos gifts to avoid the gift 
tax, he is gambling that the poorer spouse 
will survive him or that if she predeceases 


him, he will remarry. Therefore, he may 
prefer to make inter-vivos gifts as under the 
old law standard procedure, to the point at 
which the gift tax cost approximates the 
estate tax saving, solely as protection against 
the contingency that his spouse will prede- 
cease him. 


(2) Testamentary provision for a life 
estate to the surviving spouse is no longer 
desirable in all cases. Instead, it has be- 
come advantageous taxwise for the wealthier 
spouse to make testamentary provision for 
an outright gift to the poorer spouse in an 
amount at least sufficient to equalize the two 
taxable estates, placing only the balance of 
the estate in trust. Furthermore, under no 
circumstances should the outright bequest 
to the wife exceed the allowable marital 
deduction, as any excess incurs the double 
estate tax. 


The revision of the basic approach thus 
required in husband-wife estate tax planning 
is radical. There can be no doubt, therefore, 
that wills of married persons executed prior 
to the enactment of the 1948 Act should be 
reviewed in the light of the new statutory 
provisions. [The End] 


APPENDIX * 


Table I (Old Law). No Inter-Vivos Gift. 


Husband Total 


Hs | D ies 


First, Bequeathing Entire Estate Outright to W 


Original estate : 
Estate tax on H’s death 


Net distributable estate after H’s death . 


3equest from H to W .. 
Estate tax on W’s death 


Net distributable estate after deaths of Hand W $ 





* These tables are constructed on the following premises and assumptions: 


$1,000,000 
— 304,000 


$1,000,000 

— 304,000 
$ 696,000 $ $ 696,000 
— 696,000 + 696,000 


— 193,000 — 193,000 


$ 503,000 


$ 503,000 





(1) The ‘‘estate’’ is assumed to be the same as the ‘‘adjusted gross estate.’’ 


(2) Inter-vivos gifts are made in units of $10,000. 


(3) Taxes are computed to the nearest $1,000. 


(4) Gift taxes are computed on the basis of allowance of the specific exemption, one exclusion 


and the marital deduction where applicable. 


(5) Estate taxes are computed on the basis of allowance of the specific exemption and marital 
deduction where applicable, but without allowance for any other deductions, such as administration 


expenses or credits, e. g., state inheritance taxes. 
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Husband Wife Total 
Table II (Old and New Law). No Inter-Vivos Gift. 
W Dies First 
Original estate .... reve $1,000,000 $ 0 $1,000,000 
Estate tax on H’s death .. fe cee — 304,000 ee 304,000: 


Net distributable estate after deaths of H and W $ 696,000 $ O $_ 696,000 











Table III (Old Law). Inter-Vivos Gift. H and IV 
Bequeath Life Estates to Each Oiher 





Original estate ; is $1,000,000 $ 0 $1,000,000: 
Git to W ...... we nee ; . — 100,000 +100,000 
Gilt 4a 2.06 shied: ede .. — 9,000 — 9,000 


Estate prior to death of H or W ee $ 891,000 $ 100,000 $ 991,000: 
Estate taxes — 263,000 — 5,000 — 268,000 





Net distributable estate after deaths of Hand W_ $ 628,000 $ 95,000 $ 723,000: 
































Table IV (New Law). 





Inter-Vivos Gift. 
First, Bequeathing Life Estate to H 


W’ Dies 


Original estate .... : = $1,000,000 $ 60 $1,000,000 
EW a5 cote ses cesar 2 eer eS — 160,000 + 160,000 
MINI 5 5655s 5-0 atin &eotlo e w eae aie ah ees — 5,000 — 5,000 














Estate prior to death of HorW.......... $ 835,000 $ 160,000 $ 995,000 


PStete TARES . cbc che a ees cavatavers won —= 2QZOO — 21,000 — 263,000 














Net distributable estate after deaths of Hand W  $ 593,000 $ 139,000 $ 732,000 











Table V (New Law). No Inter-Vivos Gift. H Dies 
First, Bequeathing 50% of Estate Outright to W and 
50% As Life Estate to W 
Dr ee, ne a er .. $1,000,000 $ O $1,000,000 
Estate tax on His: death........5. ee Se — 127,000 — 127,000 














$ 873,000 





Net distributable es:ate after H’s death .... $ 873,000 
i ea go ae ot |, | ee — 500,000 + 500,000 
Estate: taxon W's deatlt ..... 6... scsavexacess hehe — 127,000 — 127,000 
















Net distributable estate after deaths of H and W_ $ 373,000 $ 373,000 $ 746,000 





Husband and Wife Estate Planning 


How to Buy and Sell Securities 








By SYDNEY A. GUTKIN 


Ebay FASCINATION which “twenty- 
five per cent money” holds for taxpay- 
ers has reached an intense degree during 
the past several years as avenues for tax 
minimization and avoidance have gradually 
been closed. The concerted effort of tax- 
payers to utilize the capital gain and loss 
provisions of our internal revenue law in 
an attempt to circumvent ordinary normal 
tax and surtax rates has produced a variety 
of techniques and a need for tax savoir faire 
in the accomplishment of that purpose. 


In security transactions, it is not enough 
that the taxpayer has securities which he 
wishes to sell and has found a buyer willing 
to pay a mutually satisfactory price. The 
taxpayer must ask himself whether a sale 
ot his securities will produce long- or short- 
term gain or loss, whether he can afford 
short-term gain at this time, whether he 
has sufficient capital gains from other trans- 
actions against which to offset capital losses 
incurred in the current year, whether by 
postponing the intended sale he may con- 
vert a short-term gain into a long-term 
gain, whether by accelerating the intended 
sale he may convert a prospective long- 
term loss into a short-term loss, and whether 
the general timing of the transaction is pru- 
dent from an over-all tax aspect. 

The taxpayer should explore methods of 
“stretching” the holding period, especially 
where securities increase greatly in value 
within six months after acquisition. The 
careful investor will look to the techniques 
of short selling and puts and calls in an 
effort to extend the holding period. 


Cautious investment planning calls for 
due consideration of “when-issued” trading, 
whereby trading in securities is carried on 
“when, as and if issued.” Moreover, amounts 
received by the taxpayer in connection with 
the conversion, retirement and redemption 
of securities held by him may, depending 
upon the circumstances of the particular 
case, result in ordinary or capital income. 
On the other hand, if an exchange of stock 
or securities takes place in such manner as 
to constitute a tax-free exchange, the se- 
curity holder will have absolutely no gain 


Attorney, Newark, New Jersey 


or loss recognized upon the exchange and, 
consequently, no tax consequences whatso- 
ever until such time in the future as there 
is a sale or taxable exchange of the new 
stock or securities received upon the ex- 
change. 


A taxpayer must be wary of certain pit- 
falls in connection with security transac- 
tions, such as wash sales and trading with 
members of his family. What may appear 
to the unwary taxpayer to be a deductible 
loss upon a sale of securities may be dis- 
allowed because of special rules incident to 
such sales. Nice questions which have 
arisen in connection with the interpreta- 
tion of these latter provisions have resulted 
in litigation before appellate tribunals, in- 
cluding the Supreme Court. 


In short, the provisions in our internal 
revenue law have become so complex, and 
the line between capital and ordinary in- 
come has, in many instances, been drawn 
so thin, that it is incumbent upon every 
taxpayer to avail himself of the full measure 
of opportunity to minimize his tax burden 
by learning how to buy and sell securities. 


Timing Security Transactions 


The capital gain and loss provisions of 
our revenue law, known as Section 117 of 
the Internal Revenue Code,’ prescribe’ cer- 
tain limitations on the application of the 
general rule that where property is sold or 
exchanged, the gain arising therefrom is 
taxable and any loss sustained is deductible. 
In order for these limitations to operate, 
however, a dual condition must be met: 
(1) the property disposed of must be a 
“capital asset” as defined in the statute, and 
(2) the capital asset must be disposed of in 
a “sale or exchange.” Once these require- 
ments are met, the special taxing method 
provided by the statute comes into play. 


Contrary to the common belief that the 
phrase “capital assets” is shrouded in con- 
fusion, it is, in reality, a simple concept. 


1 Unless otherwise indicated, all section refer- 
ences herein are to the Internal Revenue Code. 
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For practical purposes, it includes all classes 
ot property unless specifically excluded in 
the statutory definition. Accordingly, stock 
or securities are capital assets unless they 
constitute the taxpayer’s stock in trade or 
other property of a kind properly includible 
in inventory if on hand at the close of the 
taxable year, or unless they are held by the 
taxpayer primarily for sale to customers 
in the ordinary course of his or its trade or 
business.” 


The length of time the capital asset has 
been held determines whether it results in 
long-term or short-term gain or loss upon 
sale or exchange. Under the law as it 
stands, there are only two holding periods: 
one for short-term gains and losses, which 
consists of six months or less; the other for 
long-term gains or losses, which consists of 
more than six months.* In the case of a 
taxpayer other than a corporation, gains or 
losses on capital assets held for six months 
or less (short-term) are taken into account 
at 100 per cent of such gain or loss, whereas 
gains or losses on property held for more 
than six months (long-term) are taken into 
account at only fifty per cent. The capital 


gains or losses of a corporation are taken — 


into account at 100 per cent. 


After the application of the foregoing per- 
centages, all capital gains and losses, includ- 
ing both short-term gains and losses and 
long-term gains and losses, are aggregated 
by all taxpayers. Thus, all losses resulting 
from capital transactions are applied to 
reduce capital gains. In the event of an 
excess of such losses over the gains, an 
individual taxpayer may deduct $1,000 of 
the loss from his ordinary income, or the 
amount of his net income computed without 
regard to such capital gains or losses, 
whichever is the smaller.” The balance of 
the loss may then be carried over as a 
short-term capital loss in each of the five 
succeeding taxable years and applied suc- 
cessively in the same manner against capital 
gains and ordinary income.’ Corporations 
do not have the privilege of applying net 
capital losses against $1,000 of their ordi- 
nary income. Their capital losses are al- 
lowed only to the extent of their capital 
gains, but they do have a carry-over. 


* Section 117(a). 


*Section 117(a); Regulations 111, Section 
29.117-1. 


* Section 117(b). 
° Section 117(d). 
®° Section 117(e). 
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Alternative Computation 


Where the net long-term capital gain 
(i.e., excess of long-term capital gains for 
the taxable year over long-term capital 
losses) of a taxpayer exceeds the net short- 
term capital loss (i.e., excess of short-term 
capital losses for the taxable year over the 
short-term capital gains) for the taxable 
year, the alternative tax computation be- 
comes important. An individual taxpayer 
would first compute his tax at the regular 
normal tax and surtax rates upon his net 
income, after including therein only fifty 
per cent of net long-term capital gains (100 
per cent in the case of a corporation). 


Next, the alternative computation is made 
by computing the tax on net income, exclu- 
sive of such net long-term capital gain, at 
the regular rates, to which a flat fifty per 
cent of the long-term capital gain is added 
(twenty-five per cent in the case of a cor- 
poration). The taxpayer then pays the 
smaller tax." The effect of the computation 
is to prevent a tax of more than twenty-five 
per cent on the actual amount of long-term 
gains. This has given rise to the com- 
monly accepted notion that the tax upon 
long-term capital gain transactions is twen- 
ty-five per cent. This is not entirely accu- 
rate. Rather the tax upon such transactions 
may not exceed twenty-five per cent, and 
in some instances may even be less. The 
alternative computation is confined to situa- 
tions in which the taxpayer’s net long-term 
capital gain exceeds the net short-term cap- 
ital loss. If a taxpayer has only long-term 
capital gains for the taxable year, his short- 
term losses are zero, and the required ex- 
cess is present. 


The foregoing indicates the importance of 
proper timing. The taxpayer should always 
bear in mind that proper and careful timing 
will produce long-term gains (taxable at 
a maximum effective twenty-five per cent 
rate) and short-term losses, and that con- 
sequently each dollar of short-term loss will 
offset two dollars of actual long-term gain. 


Measurement of Holding Period 


All considerations pertaining to proper 
timing depend, in the final analysis, upon 
the holding period and the measurement 
of that period. The exact length of time 
the securities are held is of the utmost im- 
portance inasmuch as an error of one day 
may convert a short-term transaction into 


* Section 117(c). 





long-term transaction, or vice versa. In 
computing the holding period of securities 
acquired by purchase, the day on which 
they were acquired is excluded; the day on 
which they were disposed of is included.’ 
The date of purchase of securities bought 
on the stock exchange is the date when the 
purchase order is executed, not the date 
when the securities are received by the 
purchaser or his broker. Conversely, the 
date of their sale on the exchange is the date 
when the sell order is executed, not the 
date when the securities are delivered by 
the seller or his broker.® 


The determination of the holding period 
of securities not acquired by purchase is 
subject to special rules. For example, if 
stock or securities are acquired by the tax- 
payer in a tax-free exchange,” the holding 
period of the property surrendered upon 
the exchange is tacked on to the period 
during which the new property was held.” 
Where securities received by way of gift 
are being sold at a gain, their holding pe- 
riod commences with the date the property 
was acquired by the donor; if they are 
being sold at a loss, and the basis for de- 
termining such loss is their value at the 
date of the gift, the holding period dates 
back only to the date of the gift.” When 
securities are transmitted at death, the 
holding period begins to run from the date 
of death.“ The holding period of stock 
distributed as a dividend depends upon 
whether or not the dividend is taxable. 
When a taxable stock dividend is declared, 
the date basis of the new shares is the date 
received; when a nontaxable stock dividend 
is received, the date basis of the new shares 
is the same as the date basis of the old 
shares, and the holding period runs from 
the earlier date.* The holding period of 
securities, the acquisition of which results in 
the nondeductibility of loss under the wash- 
sale rule, is tacked on to the holding period 
of the securities sold in the wash sale.” 
Securities received by a partner as a distri- 
bution in kind from his firm are deemed 
to have been held by him since their acqui- 
sition by the firm (or since their original 

51. T. 3287, 1939-1 CB 138. 

* I. T. 3705, 1945 CB 174. 

” Sce ‘‘Tax-Free Exchanges,”’ infra. 


" Section 117(h)(1); Regulations 111, Section 
29.117-4. 


Section 117(h) (2); I. T. 3453, 1941-1 CB 254. 


13 McFeely v. Commissioner [36-1 ustc J 9008], 
296 U.S. 102 (1935). 


14 Section 117(h) (5). 
15 Section 117(h)(4). See ‘‘Wash Sales,” infra. 


acquisition by a partner if they were con- 
tributed in kind to the firm). Thus, even 
if a partner immediately sells securities re- 
ceived from his firm, the transaction may be 
long term if the securities were held by the 
firm, or by a partner who contributed them 
to the firm, for the required period.” 


Extending Holding Periods 


In his endeavor to encourage long-term 
gains, the taxpayer may find it necessary to 
“stretch” the holding period, especially 
where securities increase greatly in value 
within six months after acquisition. The 
dilemma in this latter situation is that dis- 
position of such securities will result in 
short-term gain, whereas their retention 
may result in a decline in value by the 
time the long-term period arrives. The 
most common methods of extending the 
holding period and converting prospective 
short-term gains into long-term gains are 
the devices of short selling and puts and 
calls. 


Short Selling 


A short sale is an investment technique 
whereby the investor, anticipating a decline 
in the price of certain stock, sells stock 
which he does not own in the hope that 
subsequently he will be able to “cover,” or 
to make delivery of the stock sold by pur- 
chasing it at the later and lower price. De- 
livery of the stock at the time of sale is 
accomplished by the borrowing of the stock 
by the investor’s broker. Gains and losses 
from such short sales of property are con- 
sidered as gains or losses from the sale or 
exchange of capital assets.” 


For income tax purposes, a short sale is 
not deemed consummated until delivery of 
property to cover the short sale, and the 
percentage of the recognized gain or loss 
from a short sale to be taken into account 
under Section 117(b) of the Code is com- 
puted according to the period for which 
the property so delivered was held. Thus, 
if a taxpayer made a short sale of shares 
of stock and covered the short sale by pur- 
chasing and delivering shares which he had 
held for not more than six months, 100 per 
cent of the recognized gain or loss would 
be taken into account under Section 117(b), 
even though he had on hand other shares 


1G. C. M. 11557, 1933-1 CB 128; G. C. M. 20251, 
1938-2 CB 169. See Allan S. Lehman [CCH Dec. 
15,457], 7 TC 1088 (1946). 


17 Section 117(g) (1). 
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of the same stock which he had held for 
more than six months. If the short sale is 
made through a broker who borrows prop- 
erty to make delivery, the short sale is not 
deemed consummated until the seller’s obli- 
gation created by the short sale is finally 
discharged by delivery of property to the 
broker to replace the property borrowed 
by the broker.* Usually a covering pur- 
chase is made immediately prior to closing 
the short position and results in short-term 
gain or loss. 


Where the investor makes a short sale, 
he may effectively extend the holding pe- 
riod by covering the sale with the delivery 
of stock he has owned for more than six 
months. Inasmuch as a short sale does not 
become a closed transaction until delivery 
of owned (not borrowed) securities, the 
effect of covering a short sale with “long” 
securities is to convert short-term into long- 
term gain.” By the same token, short sell- 
ing may be used to postpone gain or loss to 
a subsequent taxable year as offsetting 
items against each other. 


Puts and Calls 


Put and call transactions come within 
the provisions of the Code which relate to 
“privileges or options” to buy or sell prop- 
erty.” Puts and calls are in themselves op- 
tions which may be bought and sold. 


The purchase of a put gives the purchaser 
the right to put or sell to the vendor cer- 
tain stock at a certain price within a desig- 
nated period. The purchase price of a put 
is generally fixed at a few points below the 
current market for the stock. The pur- 
chase of a call gives the holder the right 
to call or buy from the vendor certain stock 
at a certain price within a designated period. 
The purchase price of a call generally will 
be fixed at a few points above the current 
market for the stock. To illustrate, sup- 
pose that stock X is selling at eighty. For 
$200 an investor may be able to buy a put 
for one hundred shares at seventy-seven, 
good for thirty days, or for $100, he may 
be able to buy a call at eighty-three, good 
for thirty days. If the stock declines in 
value below seventy-seven, the holder of 


% Regulations 111, Section 29.117-6. 
1% See Regulations 111, Section 29.117-6. 


*° Section 117(g)(2): I. T. 2858, 1935-1 CB 147; 
Batter [CCH Dec. 10,009], 37 BTA 667 (1938), 
dismissed CA of DC (1938). 
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the put will exercise it. If it rises above 
eighty-three, the holder of the call will 
exercise it. 


Gains and losses attributable to the fail- 
ure to exercise puts or calls are short-term 
capital gains and losses.“ Where the put 
or call is not exercised but is allowed to 
lapse, the seller (writer) has short-term 
capital gain in the amount received by him, 
which may be taken into account only in 
the year the failure to exercise becomes 
final. The buyer has short-term capital 
loss in the amount he paid for it, regard- 
less of how long it was held. Where the 
put or call is exercised, the amount received 
by the seller (writer) constitutes a reduc- 
tion in the cost or other basis of the se- 
curities with respect to which the option 
is exercised for the purpose of determining 
capital gain or loss.” The amount paid 
by the buyer is added to the cost or other 
basis of the securities with respect to which 
the option is exercised for the purpose of 
determining capital gain or loss. The rules 
do not apply to amounts received from the 
sale of puts or calls written by dealers in 
securities in the ordinary course of their 


. business.” 


Here, too, an effective extension of the 
holding period may be accomplished if the 
security holder purchases a put expiring 


after six months from the date of acquisi- 
tion of the stock. For example, A owns 
100 shares of stock purchased five and a 
half months ago at eighty, now selling on 
the market at ninety. Immediate sale would 


result in short-term gain. He pays $200 
for a put at eighty-seven, good for thirty 
days. His alternatives are as _ follows: 
(1) if the stock falls below eighty-seven, he 
can deliver his shares toward the end of 
the thirty days and ,collect $8,700. He 
would have long-term gain of $700 less $200 
or $500, and only fifty per cent of this is 
taken into account for taxation purposes; 
or (2) if the stock does not fall below 
eighty-seven, he may permit the put to 
lapse and is $200 out of pocket. There- 
after, he may sell the stock on open market 
at ninety-one. His long-term gain is $1,100, 
and his short-term loss is $200. The net 
result is that fifty per cent of the long-term 
gain is taken into account ($550), reduced 
by $200 short-term loss, and $350 is included 
in gross income. 


21 Section 117(g) (2). 

27. T. 3835, 1947-1 CB 53. 
23 T, T. 2266, 19261- CB 13. 
247. T. 3835, supra. 





*‘When-lssued”’ Trading 


Trading in “when-issued” securities is 
carried on by the execution of contracts for 
the purchase and sale of new securities not 
yet in existence, at specified prices, “when, 
as, and if issued.”* Trading in securities 
on a “when-issued” basis is usually incident 
to a plan of reorganization of a corporation, 
providing for the issuance of new securities 
in exchange for outstanding securities, and 
relates to the non-existent new securities. 
However, dealings in “when-issued” secu- 
rities are not sales of stock, but merely sales 
of contracts to buy and sell stock. No 
actual sale of the securities can take place 
until the new stock is issued.” If the plan 
of reorganization is not consummated, the 
contracts are voided. If it is consummated, 
the holders of “buy” contracts must pur- 
chase the securities pursuant to the terms of 
such contracts, and the holders of “sell” 
contracts must deliver in accordance with 
the terms of the contracts. 


A typical transaction pertinent to “when- 
issued” trading occurs when a stockholder 
of a reorganizing corporation makes a sale 
of stock to be issued. If the reorganization 
is taxable, gain or loss on the “when-issued” 
transaction is measured by the difference 
between the value of the new stock re- 
ceived and the “when-issued” sales price. 
Usually, this results in short-term capital 
gain or loss because the transaction is gen- 
erally completed within a short time after 
issuance of the new stock. If the reorgani- 
zation is nontaxable, no gain or loss is 
recognized on the exchange of old for new 
stock, and gain or loss on the disposition 
of the new stock is measured by the differ- 
ence between the “when-issued” price re- 
ceived and the basis of the old stock (car- 
ried over to the new stock). The holding 
period of the new stock includes the length 
of time the old shares were held. 


‘‘When-lssued”’ Contracts 


Other transactions involve the purchase 


and sale of “when-issued” contracts. A 
contract to buy or sell “when-issued” stock 
is a capital asset (except in the hands of a 
dealer), distinct and apart from the security 
itself, and upon the sale of the contract the 
capital gain and loss provisions apply. The 
holding period starts when the contract is 
executed and terminates upon its sale or 


*6 I. T. 3721, 1945 CB 164. 


2% See Lewis K. Walker [CCH Dec. 9600], 35 
BTA 640 (1938). 
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other disposition. If a buy contract is per- 
formed, so that the securities contracted for 
are purchased when actually issued, the 
holding period of the contract is not tacked 
on to the holding period of the securities.” 


Where there is a combination of buy and 
sell contracts, no gain or loss is realized 
when an individual, after buying or selling 
securities on a “when-issued” basis, sells or 
buys the same securities on a “when-issued” 
basis, unless and until the reorganization is 
consummated. Under these circumstances, 
there is no closed transaction. Upon con- 
summation of the reorganization and the 
acquisition of tlte new stock by the individ- 
ual pursuant to his buy contract, and the 
sale pursuant to his sell contract, gain or 
loss is realized. Where an individual has 
both a “when-issued” buy and a “when- 
issued” sell contract, entered into at differ- 
ent prices, each contract is to be treated as 
a separate capital asset upon the sale of 
both contracts to another individual. Gain 
or loss would be the difference between the 
consideration received for each transfer and 
the consideration paid. 


In some cases, payments are made for 
the assumption of a liability under a con- 
tract. Where an individual pays another to 
assume the former’s obligations under a 
“when-issued” buy or sell contract, the loss 
to the former is a capital loss. The holding 
period is measured by the length of time 
the contract was held.. Where an individ- 
ual receives money from another to assume 
the latter’s obligation under a “when-issued” 
sell contract, such amount does not consti- 
tute ordinary income at the time of receipt, 
but it is a factor to be considered in deter- 
mining ultimate gain or loss derived when 
the contract is carried out or voided, de- 
pending on the consummation of the reor- 
ganization. If the contract is carried out, 
the taxpayer has capital gain or loss, and 
the holding period is measured by the 
length of time he held the stock before de- 
livery under the contract to sell. If the 
reorganization is not consummated and the 
contract is voided, he has ordinary income 
as of the time it is established that the 
reorganization will not be consummated.” 


As already indicated, security holders 
should give heed to the tax consequences 
incident to the conversion, retirement or 
redemption of securities held by them. 


27 See Fleda F. Iverson [CCH Dec. 13,067(M)], 
1 TCM 777 (1943). 


37, T. 3721, supra. 
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Amounts received in connection therewith 
may, depending upon the facts of the par- 
ticular case, result in ordinary income, capi- 


] 


tal income or no income. 


Conversions 


Under certain circumstances, bonds may 
be converted into stock, or one class of 
stock may be converted into another, with- 
out the recognition of gain or loss as a re- 
sult. Where the owner of a bond exercises 
the right, provided for in the bond, to con- 
vert the bond into stock in the obligor 
corporation, the transaction does not result 
in a realization of profit or loss. The trans- 
action is not closed for income tax purposes 
uutil the stock is sold.” Similarly, the ex- 
ercise of a privilege, provided for in the 
preferred stock certificate, to convert into 
common stock of the same corporation re- 
sults in no taxable income or deductible 
to the shareholder.” However, the 


loss 


conversion of bonds of one corporation into 
stock of another corporation is a transac- 
tion in which gain or loss is recognized.™ 


\nother type of conversion is known as 
“arbitrage.” As used generally on stock 
exchanges, the term means the purchase of 
one security and the short sale of another 
into which the first is convertible. The 
purchase and short sale are generally made 
contemporaneously. For example, suppose 
that the Z Corporation has outstanding an 
issue of preferred stock, each share of which 
is convertible into two shares of common 
stock. X may purchase ten shares of the 
preferred stock and make a short sale of 
twenty shares of the common stock. This 
constitutes an arbitrage. If, in the fore- 
going example, the purchase of preferred 
stock is made at $10 per share and the short 
sale is at $5.50 per share, the profit is the 
“arbitrage spread.” The holder need merely 
convert his preferred stock to close out the 
short sale. And the holder may effectively 
control the holding period and take long- 
term gains and short-term losses by judi- 
cious conversion and covering of the short 
sales, 


“IT. T. 3956, 1937-1 CB 101. 


See Special Ruling, signed by Norman D. 
Cann, Deputy Commissioner, dated February 23, 
1945 [454 CCH § 6151]. 

‘Tl. T. 3056, supra; Estate of H. H. Timken 

‘"H Dee. 12,811]. 47 BTA 494 (1942), aff'd 

-1 ustc § 9276] 141 F. (2d) 625 (CCA-6, 1944). 


Securities 


Retirements 


Amounts received by the holder upon the 
retirement of bonds, debentures, notes, cer- 
tificates or other evidences of indebtedness 
issued by any corporation (including those 
issued by a government or its political sub- 
division), with interest coupons or in regis- 
tered form, are considered as amounts 
received in exchange therefor.” The lan- 
guage of the Code deeming amounts re- 
ceived by the holder upon retirement of 
bonds as “amounts received in exchange 
therefor” brings them within the capital 
gain and loss provisions. The difference 
between the basis of the bond and the 
amount received in retirement is a capital 
gain or loss, limited by Section 117(b). A 
capital loss deduction has been allowed 
upon a partial retirement of bonds to the 
extent of the retirement.“ On the other 
hand, where the bonds retired are not secu- 
rities “with interest coupons or in registered 
form” and, accordingly, are not within the 
exact tenor of the statute, retirement may 
result in ordinary income. 


‘Redemptions 


One of the greatest sources of litigation 
in connection with securities is the question 
of whether a particular distribution by a 
corporation in redemption of its stock re- 
sults in ordinary or capital income to the 
stockholder. This, of course, depends upon 
the nature and manner of the distribution 
and the relevant circumstances. Several 
provisions of the Code are applicable to 
distributions. Sections 115(a) and (b) com- 
bine to make any distribution a dividend 
out of most recent earnings and profits, 
except as provided in Section 115(c). Sec- 
tion 115(c) provides that amounts distrib- 
uted in partial liquidation of a corporation 
shall be treated as in part or full payment 
in exchange for the stock. Section 115(i) 
defines the phrase “amounts distributed in 
partial liquidation” to mean a distribution 
by a corporation in complete cancellation 
or redemption of a part of its stock, or one 
of a series of distributions in complete can- 
cellation or redemption of all or a portion 
of its stock. Section 115(g) provides that 
if a corporation cancels or redeems its stock 
(whether or not the stock was issued as a 
stock dividend) at such time and in such 
manner as to make the distribution and can- 


82 Section 117(f). 


3 Truman H. Newberry et al. 


[CCH Dec. 
14,602(M)], 4 TCM 576 (1945). 
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cellation or redemption in whole or in part 
essentially equivalent to the distribution of 
a taxable dividend, the amount so distrib- 
uted, to the extent that it represents a 
distribution of earnings or profits accumu- 
lated after February 28, 1913, shall be 
treated as a taxable dividend. 


Section 112(c)(2) provides that if a dis- 
tribution made in pursuance of a plan of 
reorganization is within the provisions of 
paragraph (1) of that subsection (Section 
112(c)(1), dealing with tax-free exchanges 
plus “boot”) but has the effect of the dis- 
tribution of a taxable dividend, there shall 
be taxed as a dividend to each distributee 
such an amount of the gain recognized as is 
not in excess of his ratable share of the 
undistributed earnings and profits of the 
corporation accumulated after February 28, 
1913. 


Liquidating Dividends 


A conservative approach to the problem 
is to start with the proposition that pursu- 
ant to Sections 115(a) and (b) all corporate 
distributions are dividends to the extent of 
earnings and profits and constitute ordinary 
income unless they fall within the category 
of liquidating dividends. In order for a 
distribution to be one in partial liquidation 
of the corporation, there must be a cancel- 
lation and a redemption of stock, regardless 
of intent.“ But once such a cancellation 
and redemption occur, even though appar- 
ently in partial liquidation of the company 
and seemingly within Sections 115(c) and 
(i) of the Code, the distribution may be 
held to be essentially equivalent to the dis- 
tribution of a taxable dividend under Sec- 
tion 115(g). The result may be extremely 
serious taxwise. If the distribution is held 
to be essentially equivalent, the entire distri- 
bution constitutes ordinary dividend income 
to the stockholder to the extent it repre- 
sents earnings and profits and is taxable 
at ordinary rates. This is very different 
from the tax treatment of a liquidating divi- 
dend, whereby only the gain upon liquidation 
is taxed at capital gain rates under Section 
115(c), or the treatment of a Section 112 
(c)(2) distribution, whereby only the gain 
is taxed to the distributee as a dividend. 


It appears clear from the wording of 
Section 115(g) that Congress, in the enact- 
ment of that section, did not intend to tax 


34 John K. Beretta v. Commissioner [44-1 ustc 
9226], 141 F. (2d) 452 (CCA-5, 1944); Jones v. 
Dawson [45-1 ustc J 9208], 148 F. (2d) 87 (CCA-10, 
1945); Jeffries v. Commissioner [46-2 ustc J 9396], 
158 F. (2d) 225 (CCA-5, 1946). 
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as a dividend every redemption and cancel- 
lation of stock. The words “at such time 
and in such manner” unquestionably show 
a purpose to qualify the provisions of the 
section and to make time and circumstance 
elements in determining whether the re- 
demption is “essentially equivalent” to the 
distribution of a taxable dividend. The va- 
riety of facts and circumstances and their 
combinations, which have been considered 
and applied by the Board of Tax Appeals 
and courts in this regard, are as manifold 
as the cases themselves.” 


BTA and Tax Court Tests 


During the last fifteen years, the Board 
and its successor, the Tax Court, have 
developed and articulated various criteria 
of taxability. An oft-repeated test of the 
Board in determining whether a particular 
distribution fell within the terms of the 
statute was the presence or absence of any 
relationship between the issuance of the 
stock and its subsequent redemption and 
cancellation evidencing a “continuing plan” 
or an “artifice” to effect, without tax con- 
sequences, a distribution of corporate earn- 
ings.* The intent of the taxpayer with 
respect to the redemption, though considered, 
has not proved determinative.” Where the 
evidence revealed a unified plan to distrib- 
ute surplus originating with the issuance 
of stock, the Board found no difficulty in 
applying the section.*® 


Another factor which has received the 
study of the Board is the nature of the dis- 
tribution. The Regulations provide that a 
pro-rata redemption of stock among stock- 
holders generally will be considered as ef- 
fecting a distribution equivalent to a dividend.” 
That the redemption was not pro rata and 
affected only the petitioner, does not neces- 
sarily take it out of the category of distri- 
butions “essentially equivalent” to dividends.” 


3% For a comprehensive treatment of Section 
115(g) and cases thereunder, see Sydney A. 
Gutkin and David Beck ‘‘Stock Redemptions as 
Taxable Events Under Section 115(g),’’ TAXES 
—The Tax Magazine, December, 1946, p. 1172. 

3% Alfred A. Laun [CCH Dec. 7692], 26 BTA 
764 (1932); Annie Watts Hill [CCH Dec. 7814], 
27 BTA 73 (1932); Leopold Adler [CCH Dec. 
8596], 30 BTA 897 (1934). 

37 Annie Watts Hill, supra; Charles A. Mc- 
Guire [CCH Dec. 9040], 32 BTA 1075 (1935), aff'd 
[36-2 ustc { 9338], 84 F. (2d) 431 (CCA-7, 1936), 
cert. den. 299 U. S. 591 (1936). 

388 Leopold Adler, supra. 

39 Regulations 111, Section 29.115-9. 

4# James D. Robinson [CCH Dec. 7974], 27 BTA 
1018 (1933), aff’d [4 ustc { 1263] 69 F. (2d) 972 
(CCA-5, 1934); Charles A. McGuire, supra; Leo- 
pold Adler, supra, 
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This is particularly true in the case of a 
controlling stockholder whose percentage 
of ownership is approximately the same 
before and after the redemption.” 


The taxpayer’s control of the corporation 
and the corporation’s dividend policy are 
further factors which have been carefully 
scrutinized in determinations of the applica- 
bility of Section 115(g). A closely or solely 
owned corporation is indicative of a 115(g) 
case.” Whether the corporation has made 
substantial profits and the taxpayer large 
withdrawals in spite of a poor dividend rec- 
ord by the company, has been dwelt upon in 
demonstrating that a particular’ stock 
redemption is or is not in the nature of a divi- 
dend. If the dividend record of the corpo- 
ration is poor in spite of large profits, there 
is a greater likelihood that the redemption 
may be within the section.® 


One of the most important and most 
carefully considered single factors entering 
into any analysis of this problem is whether 
the issuance and subsequent redemption of 
stock have been dictated by legitimate busi- 
ness purposes incident to the interests of 
the corporation, or the redemption orig- 
inated with or was designed for the benefit 
of the stockholders who received its fruits. 
If the latter situation exists, the case will 
more probably be within Section 115(g). 
Legitimate business purpose with respect to 
the issuance of stock subsequently redeemed 
has been found where an expansion of capi- 
tal was necessary because of a corporation’s 
entrance into a new line of business“ and 
where there was pressure from creditors to 
increase capitalization.” Such purpose has 
been found with respect to the redemption 
of stock where the contraction of capital 


“W. & K. Holding Corporation [CCH Dec. 
10,460], 38 BTA 830 (1938); J. Natwick [CCH 
Dec. 9807], 36 BTA 866 (1937). 


* Bertram Meyer [CCH Dec. 14,583], 5 TC 165 
(1945). 


*% William H. Grimditch [CCH Dec. 9961], 37 
BTA 402 (1938). 


* Alfred E. Fuhlage [CCH Dec. 8905], 32 BTA 
222 (1933), appeal dismissed 79 F. (2d) 998 
(CCA-8, 1935); George A. Lembcke [CCH Dec. 
9170], 33 BTA 700 (1935); W. & K. Holding Cor- 
poration, supra; A. E. Levit [CCH Dec. 11,721], 
43 BTA 1077 (1941). 

% Patty v. Helvering [38-2 ustc { 9446], 98 F. 
(2d) 717 (CCA-2, 1938): Commissioner v. Quack- 
enbos [35-2 ustc { 9442], 78 F. (2d) 156 (CCA-2, 
1935). These cases were in effect overruled on 
another point in Kirschenbaum v. Commissioner 
[46-1 ustc J 9271], 155 F. (2d) 23 (CCA-2, 1946). 

** George A, Lembcke, supra. 
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‘come tax purposes.” 


was occasioned by business shrinkage“ and 
where it was necessary to improve the 
credit status of the company.* 


From the aspect of Sections 115(c) and 
(i), many factors serve as touchstones in 
determining whether the distribution is a 
liquidating dividend. For example, if a can- 
cellation or redemption of all of the stock 
of a particular stockholder occurs, the Reg- 
ulations state that such a distribution is a 
liquidating dividend since it is not char- 
acteristic of an ordinary dividend to wipe 
out the interest of a shareholder.” Further- 
more, evidence of an intent to liquidate, 
coupled with the operation of actually wind- 
ing up the corporation, is indicative of a 
distribution in liquidation.” So, too, if there 
is an actual contraction of business activi- 
ties. 


Wash Sales 


Where substantially identical stock or se- 
curities are acquired by purchase or tax- 
able exchange within thirty days before or 
after their sale or other disposition, any 
loss upon the sale is not deductible for in- 
This rule covers a 
contract entered into for the acquisition of, 
or an option to acquire, substantially identi- 
cal stock or securities. The rule does not 
apply, however, to individual traders, or to 
dealers, whether corporate or individual.” 


Although the Code and applicable regu- 
lations do not define “substantially identical 
stock or securities,” court and administra- 
tive interpretations have thrown light on the 
meaning of the phrase. Generally, the stock 
or securities must be the same in all impor- 
tant respects. For example, common stock 
and voting trust certificates representing 


47 Henry B. Babson [CCH Dec. 7974]. 27 BTA 
859 (1933), aff'd [1934 CCH { 9229] 70 F. (2d) 
304 (CCA-7, 1934), cert. den. 293 U. S. 571 (1934): 
Dana v. Sheehin et al, [46-1 ustc { 9302], 66 F. 
Supp. 47 (DC Mo., 1946). 

48 Bona Allen, Jr. [CCH Dec. 10,980], 41 BTA 
206 (1940). 


4 Regulations 111, Section 29.115-9. 

50 W. E. Guild [CCH Dec. 6100], 19 BTA 1186 
(1930); Holmby Corporation v, Commissioner 
[36-1 ustc § 9259], 83 F. (2d) 548 (CCA-9, 1936); 
Hellmich v. Hellman |1 vustc { 285], 276 U. S. 
233 (1928). 

51 Rollestone Corporation et al. [CCH Dec. 
10,491], 38 BTA 1093 (1938); Samuel A. Upham 
[CCH Dec. 14,484], 4 TC 1120 (1945). 

52 Section 118; Regulations 111, Section 29.118-1. 

53 As to who are traders, see Sol H. Morris 
[CCH Dec. 10,114], 38 BTA 265 (1938): as to 
dealers, see Donander Company [CCH Dec. 
8285], 29 BTA 312 (1933). 
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common stock have been held to be substan- 
tially identical,* as were Series A and Se- 
ries B debentures, where the only differ- 
ences between the two issues were the dates 
of issue and the amounts to be redeemed 
annually.” On the other hand, common 
stock with voting power and Class A stock 
without voting power were found not to be 
substantially identical,“ as were bonds of 
the same corporation differing with respect 
to interest rates, interest payment dates 
and dates of issuance and maturity.” Al- 
though for the most part, the usual accepta- 
tions of the words “stock or securities” 
prevail, the word “securities” has been ex- 
panded to include commodity futures con- 
tracts and consequently contracts for 
“when-issued” securities.* “Acquired by 
purchase or taxable exchange” implies that 
any acquisition by gift or inheritance, or 
any exchange upon which the amount of 
gain or loss is not recognized, would fall 
outside the operation of the section. “With- 
in thirty days before or after” is referred to 
as the “sixty-one-day period” during which 
any of the contemplated transactions will 
be within the rule.” The necessity for a 
“sale or other disposition thereof” is clear 
from the statute. 


Does the wash sale rule apply to the pur- 
chase and sale of stock or securities by 
different but related taxpayers? In the case 
of a husband and wife filing separate re- 
turns, it has been held that the wash sale 
provisions do not operate to disallow the 
loss incident to the purchase and sale of the 
identical security.” Of course, the spouse 
must use his or her own funds and may 
not purchase the security from the other.” 
Where the spouses file a joint return and 
the wife makes repurchase with her own 
funds, there is authority for permitting the 
deduction of the loss.” Since these cases 
were decided, however, the Supreme Court 
has held that for certain purposes a joint 


5+ Margaret E. Kidder [CCH Dec. 8466]. 30 
BTA 59 (1934). 


8 1, T. 2778, XIII-1 CB 79. 
6 T, T. 2585, X-2 CB 182. 
“ G. C. M. 21496, 1939-2 CB 169. 


% Trenton Cotton Oil Company v. Commis- 
sioner [45-1 ustc { 9163], 147 F. (2d) 33 (CCA-6, 
1945); rehearing den. [45-1 ustc {| 9224] 148 F. 
(2d) 208 (CCA-6, 1945). 

5° Regulations 111, Section 29.118-1. 


° Frank B. Gummey [CCH Dec. 7719], 26 BTA 
894 (1932); Twining v. Commissioner [36-2 ustc 
{ 9331], 83 F. (2d) 954 (CCA-2, 1936). 

®t See ‘‘Trading with Family Members,” infra. 

* See Gummey, supra; Twining v. Commis- 
sioner, supra. 


return must be treated as a return of a sin- 
gle taxpayer® and it may well be ques- 
tioned whether the earlier authority is 
sound in the light of the later decisions. 
The rule has been applied to a sale by an 
individual when the repurchase was made 
by his wholly owned corporation.“ In the 
same vein, the Commissioner has recently 
determined that the wash sale provisions 
apply to losses sustained by a partner where 
one partner purchases substantially identi- 
cal stock or security, with his own indi- 
vidual funds, within thirty days before or 
after the sale by the partnership.* 


Basis for Wash Sale 


In the determination of basis for gain or 
loss, the wash sale loss, which is nondeduc- 
tible under Section 118, is added to the basis 
of the stock or securities the purchase of 
which caused the disallowance, e.g., the new 
shares; in the determination of date basis, 
the holding period of the securities pur- 
chased in connection with the wash sale is 
the date of acquisition of the original secu- 
rities.“ To illustrate, suppose that X buys 
100 shares of the Z stock on January 1, 1940, 
for $10,000. The market declines, and X 
sells them for $8,000 on January 1, 1948. 
On January 10, 1948, X buys 100 shares ot 
Z stock for $8,500. The loss (without rei- 
erence to fifty per cent rule on long-term 
gains) is $2,000,-and is disallowed; the basis 
of the new stock is $10,500; and the date 
basis is January 1, 1940. 


Substantial tax savings may result from 
the proper identification of securities. The 
wash sale rule may not be applicable to the 
sale of a security purchased within thirty 
days of its sale merely because the seller 
owns another lot of the same security pur- 
chased more than thirty days before the 
sale, if the securities are properly identifi- 
able. For example, X buys 100 shares of 
Z stock on January 1, 1940, and 100 shares 
of Z stock on January 1, 1948. On January 
10, 1948, X sells, at a loss, the stock bought 
on January 1, 1948. The loss is deductible 
if X can sustain his burden of proving that 
the stock sold was the lot purchased on 
January 1, 1948. If, however, it could be 


63 Helvering v. Janney [40-2 ustc { 9827], 311 
U. S. 189 (1940): Taft v. Helvering [40-2 usr 
{| 9828], 311 U. S. 195 (1940). 


** Shoenberg v. Commissioner [35-1 ustc {| 9333], 
77 F. (2d) 446 (CCA-8, 1935). 

65 See Special Ruling, signed by E. I. McLarney. 
Deputy Commissioner, dated October 11, 1946 
[464 CCH { 6308]. 


% Sections 113(a) (10), 117(h) (4). 
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shown that on January 10, 1948, he sold 
the stock acquired in 1940, the loss would 
be disallowed because on January 1, 1948, 
within thirty days of the sale, he purchased 
the identical security. 


‘‘First-in, First-out’’ Rule 


A proper identification is of the utmost 
importance. The Regulations provide that 
if shares of a corporation are sold from lots 
purchased at different dates or at different 
prices, and the identity of the lots cannot 
be determined, the stock sold shall be 
charged against the earliest purchases of 
such stock.” This is commonly known as 
the “first-in, first-out” rule. The best way 
to identify lots of stock is by certificate 
numbers. Obviously, this is impossible if 
the stock is held in a margin account with 
a broker. Everything is in a “street name,” 
and a customer is merely a co-owner of 
numerous certificates in which other cus- 
tomers have an interest. In this situation 
a taxpayer sufficiently identifies a lot of 
stock if he instructs the broker to sell the 
lot bought on a particular date and at a 
particular price.* Where the taxpayer 
transfers his stock certificates to the name 
of a nominee or turns them in to the com- 
pany in a stock split-up, it has been held 
that if he keeps records of his certificate 
numbers and on those records matches the 
lowest-numbered new certificate with the 
lowest-numbered old certificate, and like- 
wise matches the remaining certificates in 
numerical order, he preserves identification.” 
A stockholder can similarly preserve the 
identification of lots where he receives stock 
of a new corporation in a tax-free exchange 
pursuant to reorganization.” 


Trading with Family Members 


The law provides for the disallowance of 
losses from the sale or exchange of prop- 
erty (including stocks and securities) if the 
sale or exchange is directly or indirectly be- 


tween certain related persons. 

* Regulations 111, Section 29.22(a)-8. 

“S Helvering v. Rankin [35-1 ustc { 9343], 295 
U.S. 123 (1935). 

® Robert EH. Ford [CCH Dec. 9244], 33 BTA 
1229 (1936). i 

” Bloch v. Commissioner [45-1 ustc {| 9230], 148 
F. (2d) 452 (CCA-9, 1945). But note this 
anomaly: if identification is not preserved in this 
situation, the courts have ruled the first-in, first- 
out rule to be inapplicable. Instead, the cost of 
the old stock is averaged to find the cost of the 
new and only one lot of new stock results. Com- 
missioner v. Von Gunten [35-1 ustc { 9306], 76 
F. (2d) 670 (CCA-6, 1935). 


These pro- 


Securities 


visions of the Code and Regulations lay 
down an exception to the basic principle 
that any taxpayer may make a bona fide 
sale or exchange of property at its reduced 
value to realize a loss." The provisions do 
not apply to gain transactions. Losses dis- 
allowed are those from sales or exchanges 
of property, directly or indirectly, between 
members of the same family (brothers and 
sisters of whole or half blood, spouse, an- 
cestors and lineal descendants) ;” between 
an individual and a corporation, if more than 
fifty per cent of the value of the latter’s 
stock is owned, directly or indirectly, by or 
for the individual (except in liquidation of 
the corporation);* between two corpora- 
tions more than fifty per cent of each of 
which is owned, directly or indirectly, by 
or for the same individual, if either corpo- 
ration was a personal holding company or 
a foreign personal holding company during 
the year preceding the transaction (except 
in liquidation of the corporation) ;* between 
a grantor and fiduciary of any trust, or the 
fiduciaries of two trusts created by the same 
grantor, or the fiduciary and beneficiary of 
the same trust.” In the determination of 
the ownership of stock under the foregoing 
provisions, the Code provides that stock 
owned directly or indirectly by or for a 
corporation, estate, partnership or trust is 
considered as owned proportionately by or 
for the stockholders, partners or benefici- 
aries, and that an individual is deemed to 
own the stock owned directly or indirectly 
by his family or his partner.* The basis 
to the purchaser of the stock is cost, even 
though loss to the seller is disallowed.” 


Does the statute apply to sales made in 
the regular course of business on a stock 
exchange if the security sold is purchased 
by a related person? The Supreme Court 
recently held that it does.™ The Court 
stated that sales on the stock exchange 
were made “indirectly” by the members of 
a family; consequently, losses sustained on 
such sales were nondeductible where the 
husband, who managed his wife’s affairs, 
ordered his broker to sell certain stock for 
the account of one of the two, and to buy 
the same number of shares of the same 
stock for the other, at as nearly the same 


1 Section 24(b); Regulations 111, 
29.24-6. See Sections 23(e), 111, 112(a). 

72 Sections 24(b)(1)(A), 24(b)(2)(D). 

73 Section 24(b)(1)(B). 

74 Section 24(b)(1)(C). 

7% Sections 24(b)(1)(D), (E) and (F). 

76 Section 24(b) (2). 

7 Section 113(a). 

% McWilliams v. Commissioner 
9289], 331 U. S. 694 (1947). 


Section 
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price as possible. The Supreme Court 
reached this conclusion even though the 
identity of the persons buying from the sell- 
ing spouse and the persons selling to the 
buying spouse was never known, and the 
buying spouse invariably received certifi- 
cates different from those the other had 
sold. 


Moreover, when one spouse immediately 
repurchases substantially identical stock or 
securities which have been sold at a loss by 
the other spouse, both Section 24(b) and 
Section 118 may theoretically apply.” Of 
course, if a loss under such circumstances 
is to be disallowed, it is to the taxpayer’s 
advantage to have it disallowed under 
Section 118, inasmuch as the amount of 
disallowance is added to the basis of the 
repurchased security. This is not so in the 
case of a loss disallowed under Section 


24(b). 


Tax-Free Exchanges 


The Code and Regulations provide that 
in certain enumerated instances no gain or 
loss shall be recognized upon the exchange 
of stock or securities.” These provisions 
state an exception to the basic premise that 
upon the exchange of property the entire 
amount of the gain or loss shall be recog- 
nized.“ Exchanges of stock and securities 
upon which no gain or loss is recognized 
are of two general types: (1) those incident 
to, and emanating from, a statutory reor- 
ganization of a corporation; and (2) those 
not incident to a statutory reorganization 
but predicated on the substantial continua- 
tion of the old investment. 


Tax-free mnonreorganization exchanges 
may be effected where common stock in a 
corporation is exchanged solely for common 
stock in the same corporation, or where 
preferred stock in a corporation is ex- 
changed solely for preferred stock in the 
same corporation.” Moreover, such an ex- 
change may be accomplished where prop- 
erty is transferred to a corporation by one 
or more persons solely in exchange for 
stock or securities in that corporation, and 
immediately thereafter such person or per- 
sons are in control of the corporation.™ 
Control is defined as the ownership of stock 


7% See August Kohn, Jr. v. Commissioner [46-2 
ustc § 9393], 158 F. (2d) 32 (CCA-4, 1946): Mc- 
Williams v. Commissioner, supra. 

8 Section 112(b): Regulations 111, 
29.112(b) (2)-1 et seq. 

81 Section 112(a); 
112(a)-1. 

8 Section 112(b) (2). 

83 Section 112(b) (5). 
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Section 


Regulations 111, Section 


possessing at least eighty per cent of the 
total combined voting power of all classes 
of stock entitled to vote and at least eighty 
per cent of the total number of shares of 
all other classes of stock of the corporation.™ 
When a transfer is made by two or more 
persons in a Section 112(b)(5) exchange, 
there is an additional requirement that the 
amount of stock and securities received by 
each be in substantial proportion to the re- 
spective interest of each person prior to 
the exchange.” 


Finally, a nonreorganization exchange 
may be present where property is distrib- 
uted to a corporation in complete liquida- 
tion of another corporation and there is 
complete cancellation or redemption of the 
liquidating corporation’s stock.* The par- 
ent corporation must meet the eighty per 
cent stock ownership requirement.” The 
term “property” includes money.™ 


A tax-free exchange incident to a reor- 
ganization may be effected where stock or 
securities in a corporation which is a party 
to a reorganization are, in pursuance of the 
plan of reorganization, exchanged solely for 
stock or securities in such corporation or in 
another corporation which is a party to the 
reorganization.” “Securities” includes stock, 
bonds and debenture notes. It does not 
include short-term purchase money notes.” 
A “reorganization” must be one of the six 
transactions set forth in the Code,” and a 


84 Section 112(h). 

55 Section 112(b) (5). 

86 Section 112(b) (6). 

87 Section 112(b) (6) (A). 

88 Tri-Lakes Steamship Company v. Commis- 
sioner [45-1 ustc { 9145], 146 F. (2d) 970 (CCA-6, 
1945); G. C. M. 19435, 1938-1 CB 176; Commis- 
sioner v. Day & Zimmerman, Inc. [45-2 vustc 
9403], 151 F. (2d) 517 (CCA-3, 1945). 

89 Section 112(b) (3). 

80 Regulations 111, Section 29.112(g)-1. 

% Section 112(g)(1) defines ‘‘reorganization”’ to 
mean (A) a statutory merger or consolidation: 
or (B) the acquisition by one corporation, in 
exchange solely for all or a part of its voting 
stock, of at least eighty per cent of the voting 
stock and at least eighty percent of the total 
number of shares of all other classes of stock 
of another corporation; or (C) the acquisition by 
one corporation, in exchange solely for all or a 
part of its voting stock, of substantially all the 
properties of another corporation (but in deter- 
mining whether the exchange is solely for voting 
stock, the acquiring corporation’s assumption of 
a liability of the other, or the fact that prop- 
erty acquired is subject to a liability, shall be 
disregarded); or (D) a transfer by a corporation 
of all or a part of its assets to another corpo- 
ration if immediately after the transfer the 
transferor or its shareholders or both are in 
control of the corporation to which the assets 
are transferred; or (E) a recapitalization; or 
(F) a mere change in identity, form or place 
of organization, however effected. 
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“party to a reorganization” includes a cor- 
poration resulting from a reorganization and 
both corporations in the case of a reorgani- 
zation resulting from one corporation’s ac- 
quisition of stock or properties of another.” 
The exchange must be made “in pursuance 
of the plan of reorganization.” 


The requirements for a tax-free reorgani- 
zation under Section 112(b)(4) are the same 
as those set forth with respect to Section 
112(b)(3), except that the former section 
applies only to a corporation which is a 
party to a reorganization and exchanges 
property pursuant to the plan of reorgani- 
zation, solely for stock or securities in an- 
other corporation which is a party to the 
reorganization.” 


Business Purpose 


One of the most recent developments 
with respect to tax-free exchanges concerns 
the necessity for a corporate or business 
purpose. More than a decade ago the Su- 
preme Court held that while the purpose of 
avoiding or reducing tax liability will not 
of itself make a transaction ineffective, the 
nonrecognition of gain would not be accom- 
plished where the transaction, though com- 
plying literally with the terms of the statute, 
lacked substance.* The transaction was 


said to lack “business or corporate purpose.” 
More recently, in Bazley v. Commissioner and 
Adams v. Commissioner,” stockholders were 


held to have received taxable dividends 
when debenture bonds were distributed to 
them as part of a recapitalization (new 
stock and debentures exchanged for old 
stock), because the recapitalization was said 
to have no legitimate corporate business 
purpose and therefore was not a bona fide 
reorganization. In the case of corporations 
with undistributed earnings, the Supreme 
Court’s decision means that the creation of 
new corporate obligations which are trans- 
ferred to stockholders in relation to their 
former holdings so as to produce, for all 
practical purposes, the same result as a dis- 
tribution of cash earnings of equivalent 
value, cannot obtain tax immunity because 
cast in the form of a recapitalization-reor- 
ganization. Do the Adams and Bazley cases 
apply only to exchanges incident to a reor- 
ganization or to all exchanges? 


® Section 112(g) (2). 
*% Section 112(b) (4). 


% Gregory v. Helvering [35-1 ustc { 9043], 293 
U.S. 465 (1935). 


® [47-1 ustc {| 9288] 331 U. S. 737 (1947). 
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Where tax-free exchanges are solely in 
kind, the basis of property acquired inci- 
dent to the exchange is determined by 
reference to the basis of the property surren- 
dered—e.g., substituted basis.“ Where 
“boot” is given, basis is increased by the 
amount of the “boot.” When the stock, 
securities or property received in exchange 
are subsequently disposed of by sale or ex- 
change upon which gain or loss is recog- 
nized, tax will be due upon any gain. The 
effect of a tax-free exchange, therefore, is 
not to exempt a taxpayer from tax, but 
merely to postpone recognition of gain or 
loss. The date basis of stock or securities 
acquired upon a nontaxable exchange is the 
same as that for which it was exchanged.” 


Exchanges Not Solely in Kind 


Where exchanges are not solely in kind, 
the rules vary. If an exchange would be 
within Sections 112(b)(2), (3), (4) or (5) 
above but for the fact that the property 
received in exchange consists also of other 
property or money not permitted to be re- 
ceived without the recognition of gain, gain 
is recognized, but in an amount not in ex- 
cess of the sum of such money and the fair 
market value of such other property.” 
Where an exchange is within one of the 
enumerated provisions but has the effect 
of the distribution of a taxable dividend, it 
may constitute a dividend to the distributee 
to the extent of the gain not in excess of 
his ratable share of the accumulated earn- 
ings and profits after February 28, 1913.” 
Under these circumstances, where there is 
a loss instead of a gain, such loss is not 
recognized.” 


Where, upon an exchange not solely in 
kind, the taxpayer has a gain, and “boot” 
in the form of money is received, the basis 
of the property acquired is the basis of the 
property transferred (adjusted to the date 
of exchange) decreased by the amount ot 
money received and increased by the amount 
of gain recognized on the exchange. Where 
the taxpayer has a loss and “boot” is re- 
ceived, the basis of the property received 
is the basis of the property transferred (ad- 
justed to the date of exchange) decreased 


(Continued on page 606) 


% Section 113(a)(6); Regulations 111, Section 
29.113(a) (6)-1. 


% Section 117(h) (1). 
88 Sections 112(c) (1), 112(d) (2). 


® Section 112(c)(2). See ‘‘Conversions,"’ ‘‘Re- 
tirements,’’ and ‘‘Redemptions,”’ supra. 


10 Section 112(e). 
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ESTATE PLANNING 


In the Light of The Revenue Act of 1948 





By KENNETH W. GEMMILL 


TRADITIONAL CONCEPT in estate 
-\ planning has been the use of the trust 
of property for the benefit of one person 
for life with provisions as to the disposition 
of the property after the death of the life 
tenant in order to prevent the imposition 
of an estate tax on the death of the first 
beneficiary. Thus, in the common form 
of will a husband provided that all prop- 
erty should be held in trust with income 
paid to his wife during her life, and that 
on her death the property should be distri- 
buted to their children. This type of will 
prevented the imposition of an estate tax 
on the death of the wife. This traditional 
concept must now be discarded in so far 
as provision is made for the surviving 
spouse, and consideration given to out- 
right bequests to the wife or, if a trust 
is used, to a trust with a general power of 
appointment in the wife. The will and 
estate plan of every married person who 
has property of $60,000 or more is out- 
dated and needs immediate reconsideration. 
So, too, must consideration be given to the 
revision of revocable trusts, insurance 
settlements and other items entering into 
the gross estate, in order that the maximum 
marital deduction may be secured. Let 
me review the general principles of the act. 


General Provisions 


The act provides for a marital deduc- 
tion up to fifty per cent of the adjusted 
gross estate. The deduction is allowed in 
general for outright bequests and for prop- 
erty placed in trust under certain condi- 
tions. The theory is that the deduction 
should be allowed for property passing to 
the surviving spouse which would be sub- 
ject to estate tax at the death of the 
surviving spouse, and is denied for any 
property of which the surviving spouse 
has the benefit but which would escape 
tax at the death of that spouse. 


ATTORNEY, PHILADELPHIA 


In the gift tax sections of the act it is 
provided that a gift between spouses shall 
be taxed only to the extent of one half of 
the gift, and a gift made by one spouse to 
a third person shall be considered as having 
been made one half by each spouse if both 
spouses consent to certain conditions. The 
effect of this provision is to increase the 
$30,000 specific exemption of the gift tax 
for an individual to a $60,000 specific ex- 
emption for a husband and wife, and to 
increase the $3,000 exclusion to a $6,000 
exclusion. Thus, if one spouse has all of 
the property and has been making gifts of 
$3,000 a year to a child, $6,000 may now be 
given within the annual exclusion. 


The estate tax provisions can be used to 
increase the amount of property available 
for the surviving spouse and the net 
amount available after the death of the 
surviving spouse. With the marital deduc- 
tion, property is taken out of the higher 
bracket of the first decedent and taxed in 
the lower bracket on the death of the 
second decedent. As examples of the re- 
duction in tax which can be effected .on 
the death of the first spouse, we find that 
in a net estate of $120,000 the gross federal 
estate tax before the act was $9,500; now, 
if half of the estate is left outright to the 
surviving spouse, the tax will be zero. In 
a net estate of $200,000 the gross tax before 
the act was $32,700; now, if the full marital 
deduction is allowed, the tax is $4,800. 
In a net estate of $1,000,000 the gross tax 
before the act was $303,500; now, if the 
marital deduction is allowed, the tax is 
$126,500, a reduction of $177,000. Thus, 
regardless of the tax on the death of the 
second decedent, a much larger sum is in 
existence for the benefit of the surviving 
spouse. In the estate of $1,000,000, $177,000 
more is in existence for the life of the 
survivor. 


These figures, of course, apply only to 
the tax reduction on the transfer of prop- 
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erty from the spouse first to die to the 
surviving spouse. It is an incomplete com- 
parison to weigh only that tax against the 
tax in existence before the act; by payment 
of the tax in existence before the act, the 
entire property subject to estate tax could 
be transferred in trust so that it would 
reach the second generation with but one 
estate tax. Therefore, we must consider 
the tax on the death of the surviving 
spouse. If the property received from the 
first spouse has the same value on the 
death of the second spouse, no federal 
estate tax would be payable in the first 
example given above, so that $120,000 has 
passed through two generations without 
estate tax. In the second example, an 
additional $4,800 of tax would be payable 
at that time, and the total tax payable at 
both deaths would be $9,600, as compared 
with $32,700 payable under the prior law. 
In the net estate of $1,000,000, an addi- 
tional $126,500, or a total tax of $253,000, 
would be payable, as compared with 
$303,500 under the prior law, a reduction 
of $50,500. If gifts are made by the first 
spouse to the children before his death or 
by the surviving spouse after his death, 
these savings can be materially increased. 


Basic Plan 


It is clear, therefore, that the basic plan 
in the case of husband and wife estate 
planning provides for the surviving spouse 
to receive property in such a way as to 
obtain the maximum marital deduction, 
and places the balance of the property in 
trust for the benefit of the wife, children 
or grandchildren. Separate calculations 
must be made for each family, and the 
deduction used must be based on _ indi- 
vidual cases. Even if the wife has property 
of her own, in many cases calculations may 
show a decided benefit if the full marital 
deduction is used by the husband. This 
basic plan, however, needs modification to 
suit the desires and wishes of the decedent. 
In some cases the decedent may wish the 
wife to have the entire property outright. 
In others the decedent may wish the 
entire property placed in trust regardless 
of the tax cost. The basic plan is suggested 
not as suiting all circumstances, but merely 
as providing the maximum federal estate 
tax saving under the new law. In estate 
planning the principal objective always 
must be to meet the client’s wishes by tax 
savings, if possible, not to provide a techni- 
cally perfect tax arrangement. 


Estate Planning 


With this general explanation of the 
fundamental ideas behind the estate and 
gift tax provisions of the act, let us con- 
sider the provisions in detail. 


New Section 81 2(e) 


A new section has been added to the 
Internal Revenue Code—Section 812(e)— 
which allows a marital deduction applying 
in the estates of all decedents who die 
after December 31, 1947. It should first be 
noted that it does not apply to a non- 


resident who is not a citizen of the United 
States. 


Subsection (1) (A) states the general 
rule. The marital deduction is an amount 
equal to the value of any interest in prop- 
erty which passes or has passed to the 
decedent’s surviving spouse, but only to 
the extent that such interest is included 
in determining the value of the gross estate. 
To understand the scope of this rule, the 
terms “interest,” “property,” “passes” and 
“spouse,” and the phrase “only to the ex- 
tent,” need further definition. 


What, then, is the concept included in 
the term “passes”? Subsection (3) defines 
this term broadly enough to cover all of 
the interests included in determining the 
value of the decedent’s gross estate under 
the various subsections of Section 811 of 
the Code. It includes interests which pass 
from a decedent, such as interests be- 
queathed, devised or transferred by the 
decedent or inherited from the decedent, 
or the dower or curtesy interest (or stat- 
utory interest in lieu thereof) of the dece- 
dent’s surviving spouse. In addition, it 
includes the interest held at the time of 
the decedent’s death by the decedent and 
his spouse in a joint tenancy or tenancy 
by the entirety. It also includes property 
subject to a power in the decedent, either 
alone or in conjunction with any person, 
to appoint an interest in property, and 
property in which he appoints or has 
appointed an interest to the surviving 
spouse or in which the surviving spouse 
takes such interest in default upon the 
release or nonexercise of the power. More- 
over, an interest is considered as passing 
from the decedent to the person entitled to 
receive the proceeds of insurance on the 
decedent’s life regardless of whether the 
decedent previously assigned the policy or 
paid the premiums by way of gift. This 
section does not refer specifically to prop- 


erty placed in trust during life. It does 
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cefer to an interest transferred to the sur- 
viving spouse by the decedent at any time. 
I believe the section sufficiently broad to 
refer to property placed in trust as prop- 
erty passing to the surviving spouse. 


Disclaimers 


The mere fact that the surviving spouse 
receives the property is not determinative 
of whether the property has passed to 
that spouse from the decedent. Thus, if 
the surviving spouse receives the property 
pursuant to a claim against the estate or 
any indebtedness, for which a deduction 
is allowed under Section 812(b) of the 
Code, the marital deduction would not be 
allowed. Nor would amounts expended in 
accordance with local law for the support 
of the surviving spouse during the settle- 
ment of the estate pass to the surviving 
spouse from the decedent so as to permit 
the deduction. Subparagraph (4) relates 
to disclaimers. A surviving spouse en- 
titled to an interest under the will might 
disclaim it, and the property would pass 
to another person. If this occurs, para- 
graph (A) of subsection (4) states that 
such interest shall not be considered as 
thhaving passed from the decedent to the 
surviving spouse. If another person en- 
titled to property at the death of the 
decedent disclaims the property so that it 
actually passes to the surviving spouse, 
paragraph (B) of subsection (4) provides 
that this property shall not be considered 
as having passed from the decedent to the 
surviving spouse. In other words, in the 
case of a disclaimer, the rule works only 
one way, that is, in favor of the govern- 
ament. Whether the property actually 
passes to the surviving spouse because of 
a disclaimer by another or to another be- 
cause of a disclaimer by the surviving 
spouse, in neither case can it be said that 
tthe property has passed from the decedent 
to the surviving spouse for the purpose 
of the marital deduction. 


What does the phrase “only to the ex- 
tent” mean? Under the general definition, 
“property” can come within the marital 
deduction only to the extent that the inter- 
est in property is included in determining 
‘the value of the gross estate. Thus, if the 
surviving spouse inherits from the dece- 
dent foreign real estate which is not in- 
cluded in the gross estate, or acquires 
‘property from the decedent during his 
lifetime by a transfer for a full and ade- 
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quate consideration in money or money’s 
worth, no deduction will be allowed for 
such interests passing to the surviving 
spouse. In the case of a tenancy by the 
entirety, if the wife had contributed 
twenty per cent of the consideration and 
the husband eighty per cent, only eighty 
per cent of the value of the property is 
included in the gross estate and only 
eighty per cent of the property is within 
the marital deduction. No language in 
subsection (3) is broad enough to include 
in the deduction any property of the dece- 
dent—for example, proceeds of insurance 
on his life whether the premiums have 
been paid by him or by someone else who 
had all incidents of ownership. Subsection 
(3) does not operate to include assets in 
the estate, and thus would not include 
the proceeds of insurance not includible 
under Section 812 (g). However, since the 
proceeds of such insurance would pass 
from the decedent under subsection (3), 
it could be argued that the deduction was 
allowable even though the proceeds of the 
insurance were not in the gross estate. 
The phrase “but only to the extent” takes 
care of this situation, and does not allow 
the marital deduction unless the property 
passing—here the proceeds of insurance 
—is included in the gross estate. 


‘Interest’ and ‘‘Property”’ 


The statute uses the terms “interest” 
and “property,” which have separate and 


distinct meanings. The term “property” 
is used in a comprehensive sense, and in- 
cludes all rights susceptible of ownership. 
The term “interest” refers to the extent 
of ownership. The report of the Senate 
Finance Committee makes this distinction 
and gives this example: If the surviving 
spouse is specifically devised an estate in 
a farm for her life, the interest passing to 
her is the life estate and the property in 
which such interest exists is the farm. It 
is then pointed out that generally the prop- 
erty in which any person is considered as 
having an interest is the property out of 
which or the proceeds of which such inter- 
est may be satisfied. Thus, in the case of 
a bequest, devise or transfer of an interest 
which may be satisfied out of any part of 
the decedent’s general estate, the interest 
so bequeathed, devised or transferred is an 
interest in any and all of such property. 


If the surviving spouse takes under the 
decedent’s will, the interest passing to her 
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is determined from the will; if under a 
trust, from the terms of the trust. Thus, 
interpretations of the will by state courts 
will be important on this subject. The 
Senate Finance Committee report points 
out that if, as a result of a controversy 
involving a bequest or devise to the sur- 
viving spouse, the spouse assigns or sur- 
renders an interest in property pursuant to 
a compromise agreement, the amount as- 
signed or surrendered.is not deductible as 
an interest passing to the spouse. The 
report also points out that any interest 
received by the surviving spouse under 
a settlement which does not reflect her 
rights under the local law does not pass 
to the surviving spouse from the decedent. 


Status of Surviving Spouse 


The next term to be considered in rela- 
tion to the general rule is “spouse.” 
Whether an individual is considered the 
decedent’s surviving spouse, is determined 
at the time of the decedent’s death. A 
legal separation which has not at the time 
of the decedent’s death terminated the 
marriage, does not affect the surviving 
spouse’s status for the purpose of the 
marital deduction. Since the determina- 
tion is made at the time of the decedent’s 
death, the transfer by the decedent during 
his lifetime to an individual to whom he 
was not married at the time of the trans- 
fer, but to whom he is married at the 
time of death, is a transfer by the dece- 
dent to his surviving spouse. On the other 
hand, if the interest in property passed 
from a decedent to a person who was his 
spouse, but who was not married to the 
decedent at the time of his death, the interest 
is not considered as passing to the decedent’s 
surviving spouse. 


Limitation on Deduction 


Before discussing the exceptions to the 
general rule, consideration should be given 
to the limitations on the amount of the 
deduction. Subparagraph (H) of Section 
812(e) (1) provides that the aggregate 
amount of the marital deductions shall not 
exceed fifty per cent of the value of the 
adjusted gross estate. The term “adjusted 
gross estate” is new in the estate tax law, 
and its use is confined solely to the com- 
putation of this fifty per cent limitation. 
For decedents who are not residents of 
community property states, the adjusted 
gross estate is computed by subtracting 
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from the entire value of the gross estate: 
the aggregate amount of deductions. 
allowed under Section 812(b) of the Code. 


The value of the gross estate, as used 
in this section, is the value on which the 
tax is actually computed, that is, the value 
on date of death, unless the optional valu- 
ation date has been elected, in which case 
the optional valuation date is used for 
determining the value of the estate. The. 
deductions referred to in Section 812(b) 
are funeral expenses, administration ex- 
penses, claims against the estate, unpaid 
mortgages or other indebtedness against 
property included in the gross estate and 
reasonable amounts expended for the de- 
pendents’ support during settlement of 
the estate. Thus, if the decedent’s gross 
estate is $130,000 and the aggregate amount 
of the deductions under Section 812(b) 
is $10,000, the marital deduction is limited 
to fifty per cent of $120,000 or $60,000. 
If the interest passing to the surviving 
spouse which comes within the marital 
deduction is $60,000, no estate tax is pay- 
able. Pledges to charitable organizations. 
would constitute a deduction from the 
gross estate since they are deducted as. 
claims against the estate, whereas charita- 
ble contributions would not be taken into. 
account in computing the adjusted gross 
estate. Thus, if the decedent leaves one 
half of his property to his wife and the 
other one half to charity, there is no estate 
tax. If the gross estate exceeds the $60,000 
exemption, an estate tax return must be 
filed; the marital deduction does not affect 


the present rules as to when a return must 
be filed. 


In computing the marital deduction, the 
date on which the property is valued for 
estate tax purposes must be considered 
not only in determining the value of the 
gross estate but also in determining the 
value of the property which passes to. 
the surviving spouse. The following example- 
in the report of the Senate Finance Com- 
mittee illustrates this rule: If the surviving 
spouse is bequeathed property which comes 
within the marital deduction and which 
has a value of $10,000 on the date of the 
decedent’s death, but a value of $12,000 one 
year later, and because of a decrease in 
other assets the optional valuation date is. 
used, so that a smaller tax would be pay- 
able than if the date-of-death value had 
been used, $12,000 is the value of the prop- 
erty for computing the marital deduction. 
On the other hand, if the value of the 
property on that date was $8,000 and the 
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election was made, $8,000 would be the value 
of the property for the deduction. 


Further Limitation 


A further limitation on the amount of 
the marital deduction is contained in sub- 
paragraph (E) of Section 812(e) (1). This 
section allows a deduction only for the net 
amount which the surviving spouse actually 
receives. In determining the value of the 
interest passing to the surviving spouse 
for the purpose of the deduction (1) there 
shall be taken into account the effect of 
the federal estate tax or any estate, succes- 
sion, legacy or inheritance tax upon the 
net value of the surviving spouse’s interest; 
and (2) where such interest or property is 
encumbered in any manner or where the 
surviving spouse incurs any obligation im- 
posed by the decedent with respect to the 
passing of the interest, the encumbrance or 
obligation shall be taken tmto account in 
the same manner as if the amount of the 
gift of the interest to the were 
being determined. 


spouse 


The first limitation in subparagraph (E) 
makes it important that each will state 
clearly how the federal estate tax and any 
state inheritance or estate taxes are to be 
paid out of the estate. If, for example, the 
federal estate tax is a general deduction 
from the residuary estate and the sur- 
viving spouse is given one half of the resi- 
duary estate, the tax cannot be determined 
until the amount of the deduction is known, 
and the amount of the deduction cannot 
be determined until the amount of the tax 
is known. If, on the other hand, under 
the state law or under the tax clause in 
the will, it is clearly stated that the amount 
bequeathed to the surviving spouse is to 
be free of the federal estate tax, the com- 
putation just referred to would not have 
to be made, and the maximum marital 
deduction would be allowed. A _ similar 
problem, of course, exists in the case of the 
charitable deduction. In some states, such 
as Pennsylvania, the charity is to bear no 
part of the federal estate tax because the 
amount which the charity receives has 
not in effect been taken into account in 
computing the amount of the federal estate 
tax. Undoubtedly, the courts would apply 
the same rule to the marital deduction. 
To eliminate any question on this point, 
“however, each will should clearly state from 
what property the tax is to be paid. The 
same problem exists in connection with 
any estate, succession, legacy or inheritance 


taxes imposed by the state upon the inter- 
est the wife receives. 


The second deduction required by sub- 
paragraph (E) is the amount of any en- 
cumbrance on the property or any obligation 
imposed by the decedent which is paid 
by the surviving spouse. If the decedent 
wills to his surviving spouse real estate 
subject to a mortgage, whether or not the 
mortgage was a personal liability of the 
decedent, the value of the interest passing 
to the surviving spouse does not, for the 
purpose of this deduction, include the mort- 
gage. If the decedent’s will directs the exec- 
utor to pay off the mortgage, that payment, 
of course would constitute an additional in- 
terest passing to the surviving spouse. On this 
point the Senate Finance Committee Report 
states that the interest passing to the surviving 
spouse from the decedent is only such inter- 
est as the decedent can give. If, for ex- 
ample, the decedent wills the residue of 
his estate to the surviving spouse and she 
pays, or if the estate income is used to 
pay claims against the estate so as to 
increase the residue, the increase in residue 
is acquired by purchase and not by bequest. 
Accordingly, the value of the part of the 
residue attributable to such payments can- 
not be included in the marital deduction. 


Terminable Interest Rule 


In determining the property passing to 
a surviving spouse which can come within 
the marital deduction, the general princi- 
ple is to allow a deduction within the 
limitations already discussed for property 
which will be taxed again on the death 
of the surviving spouse, and to deny the 
deduction for any item which would not 
be taxed again at that time. To accomplish 
this denial of deduction, Sections 812(e) 
(1) (B) and (C) set forth the so-called 
“terminable interest” rule. Subparagraph 
(B) contains two rules which are to be 
applied to deny the marital deduction. 
Where upon the lapse of time or upon 
the occurrence of an event or contingency, 
or upon the failure of an event or con- 
tingency to occur, the interest passing to 
the surviving spouse will terminate or fail, 
no deduction is allowed with respect to 
that interest if, in addition, two conditions 
are met: (1) an interest in the property 
passes or has passed from the decedent to 
any person other than the surviving spouse 
or the estate of such surviving spouse for 
less than an adequate or full consideration 
in money or money’s worth; (2) by reason 
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of such passing, the other person or his 
heirs Or assigns may possess or enjoy any 
part of the property after the termination 
or failure of the interest of the surviving 
spouse. 


The simplest illustration of this rule is 
the creation of a trust with income pay- 
able for life to the surviving spouse with 
the remainder to the children on the death 
of the surviving spouse. In this illustra- 
tion, upon the occurrence of an event, 
namely, death, the interest of the surviving 
spouse will terminate and an interest in 
the property, the remainder, has passed to 
the children, who may enjoy the property 
after the termination of the surviving 
spouse’s interest. Every condition of the 
terminable interest rule is met; hence, the 
interest, that is, the life estate, would not 
be within the marital deduction. The con- 
tingencies must be in the bequest—the inter- 
est of the surviving spouse is not considered 
a terminable interest merely because her 
possession or enjoyment may be affected 
by events not provided for in the terms 
of the bequest. Thus, an outright bequest 
of property is not a terminable inter- 
est because the physical possession or en- 
joyment of the property by the surviving 
spouse will end at her death. Nor is such 
interest considered as terminable merely 
because the surviving spouse may lose it 
by fire or earthquake or because it might 
be taken for the nonpayment of taxes. To 
come within the rule, the condition termi- 
nating the bequest must be provided in 
the terms of the bequést. 


Conditions 


Thus, to meet the requirements of this 
part of the rule, three conditions must 
occur: First, the interest must fail upon 
the occurrence of an event or contingency 
or upon the failure of an event or con- 
tingency to occur. Second, an interest in 
the property must pass or must have 
passed to someone other than the sur- 
viving spouse. Third, the other person 
may possess or enjoy the property after 
the termination or failure of the interest 
of the surviving spouse. 


The life estate example referred to above 
illustrates the fact that an event or contin- 
gency must occur. : As for the second 
condition an interest in property must pass 
to someone else upon the occurrence of 
the contingency. The mere fact that 
another person may have an interest in 
the property, does not permit the appli- 
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cation of the second condition. It applies 
only if the interest passing to the survi- 
ving spouse is terminable. Thus, if the 
decedent by his will devises property to X 
for life with remainder to his surviving 
spouse, the terminable interest rule does 
not apply because the surviving spouse’s 
interest is not terminable. The application 
of the second and third condition may be 
illustrated by the following examples: 


During the decedent’s life the decedent 
transferred real property to his son by 
gift but retained a lease for twenty years. 
At his death the decedent bequeathed the 
lease to his surviving spouse. No marital 
deduction is allowed because the interest 
passing to the surviving spouse is a termina- 
ble interest in which an interest previously 
passed from the decedent to his son, and 
which the son may enjoy after the expiration 
of the lease. If the decedent during his life 
had sold the real property to another per- 
son for an adequate and full consideration 
in money or money’s worth and retained 
the lease, or if he had purchased a twenty- 
year lease in property which he did not 
own and bequeathed either of those leases 
to his surviving spouse, the marital deduc- 
tion would be allowed. In the latter two 
cases the second condition is not met be- 
cause no interest passed from the decedent 
for less than an adequate and full con- 
sideration. Another example would be a 
bequest by a decedent to his wife and 
daughter as joint tenants. The wife’s inter- 
est would be terminable because the 
daughter has an interest in the property 
which passed to her from the decedent 
and which she may enjoy in full after the 
death of the wife. 


A trust which provides a terminable inter- 
est for the surviving spouse but in which 
no other person has any interest, would 
be one created in contemplation of death, 
provided that the income is to be paid to 
the spouse for ten years, at the end of 
which period the trust is to terminate and 
the corpus is to be paid to the spouse or 
her estate. 


All three conditions, therefore, have to 
be met in order for the terminable interest 
rule to deny the deduction. 


In determining whether an interest in 
property is a terminable interest under the 
second and third conditions just mentioned, 
the situation is viewed as of the date of 
the decedent’s death although effect must 
be given to interest which has passed prior 
to his death. Thus, if the decedent trans- 
ferred property in contemplation of death 
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to his wife for her life with remainder to X, 
if surviving the wife, and, if not, to the 
wife’s estate, and X died while the decedent 
and the wife were still living, the interest 
passing to the surviving spouse, viewed at 
the time of the decedent’s (testator’s) death, 
is the complete interest in the property. It 
is not the situation when an interest is 
created but the situation at death that 
applies. 


If a decedent by his will bequeathed a 
terminable interest for which a deduction 
is not allowed and the surviving spouse 
takes it in accordance with the will, the 
marital deduction is not allowed, even 
though under the local law the interest 
such spouse could have taken against the 
will was a fee interest for which a deduc- 
tion would be allowed. In order to secure 
the deduction, the surviving spouse must 
actually make an election to take against 
the will and to receive the property to 
which he or she is entitled under the 
local law. 


Because of the rule that no other person 
may have an interest in the property, any 
outright bequest or any trust created 
should be solely for’ the surviving spouse. 
If a trust is created by will for the wife 
with a second trust for the benefit of other 
persons, not one trust with an interest to 
each person, but separate trusts, should 
be used. This may be an unnecessary pre- 
caution, but under a new statute all pre- 
cautions should be taken. 


Patents and Copyrights 


Patents and copyrights are terminable 
interests. How are they affected by this 
rule? Even though they are terminable 
interests, they come within the deduction 
if they are bequeathed outright to the 
surviving spouse. The reason for this is 
that the second and third conditions are 
not satisfied. Thus, even though the inter- 
est is terminable, no interest in the patent 
or copyright has passed to any other per- 
son and no other person except the sur- 
viving spouse may enjoy the property. 


Insurance Proceeds 
and Annuity Contracts 


The same principle applies in the case of 
insurance proceeds or an annuity contract. 
For example, the entire proceeds of an 
insurance policy on the life of the decedent 
are payable to the surviving spouse. A 


marital deduction is allowed for such pro- 
ceeds because no other person than the 
surviving spouse has an interest in the 
proceeds. This would be the result whether 
the proceeds are payable in a lump sum or 
in installments to the surviving spouse, 
her heirs and assigns, for a term, or pay- 
able to the surviving spouse for life with 
no refund of the undistributed proceeds 
or with a refund to her estate. Moreover, 
it is immaterial whether the mode of pay- 
ment is determined by an option exercised 
by the decedent or by the surviving spouse, 
If, however, any amounts payable can be 
paid to any person other than the wife or 
her estate, the property would not be with- 
in the deduction unless the payment of 
the proceeds comes within the exceptions 
to the rule to be discussed later. If the 
decedent during his lifetime purchased an 
annuity contract under which the annuity 
was payable during his life and then to his 
spouse during her life, a marital deduction 
would be allowed with respect to the wife's 
interest inasmuch as no other person has 
any interest in the contract. If on the 
death of the surviving spouse the annuity 
payments are to continue for a term to 
her estate or the unpaid portion is to be 
paid to her estate, the deduction would be 
allowable. If on the death of the sur- 
viving spouse the annuity payments are to 
continue to any other person or the un- 
distributed fund is to be paid to any other 
person, the marital deduction would not 
be allowed because an interest would pass 
from the decedent to another person. 


The second part of subparagraph (B) 
disallows the marital deduction where the 
decedent directs his executor or the trustee 
of a trust to purchase a terminable inter- 
est for the surviving spouse regardless of 
whether any person other than the sur- 
viving spouse has an interest in the prop- 
erty. For example, if the decedent directs 
his executor to purchase an annuity for 
the surviving spouse, no deduction would 
be allowed for the cost of the annuity. 
The basis for the marital deduction is that 
the surviving spouse is bequeathed property 
which, if in existence at the death of the 
surviving spouse, would be subject to estate 
tax. If the property could be left so that 
the executor or trustee could purchase an 
interest which would expire at the death 
of the surviving spouse, the purpose of 
the rule would be evaded. This section is 
to prevent such evasion. 


The last sentence of this subparagraph 
states that an interest shall not be con- 
sidered as an interest which will terminate 
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or fail merely because it is the ownership 
of a bond, note or similar contractual 
obligation, the discharge of which would 
not have the effect of an annuity for life 
or for a term. This section has particular 
application to cases in which a direction is 
left for the executor or trustee to purchase 
a terminable interest. 


Interest in Unidentified Assets 


A further reduction in the marital deduc- 
tion is contained in subparagraph (C), 
which provides that where the assets in- 
cluded in the decedent’s gross estate out 
of which an interest passing to the sur- 
viving spouse may be satisfied contain an 
asset which if left directly to the surviving 
spouse would not come within the marital 
deduction, the value of the surviving 
spouse’s interest must be reduced by the 
value of such assets. In other words, the 
amount passing to the surviving spouse 
for the purpose of computing the deduc- 
tion must be reduced if the gross estate 
includes a terminable interest. If the ter- 
minable interest is left outright to the 
surviving spouse, no deduction is allowed. 
Hence, the amount left to the surviving 
spouse must be reduced by that amount. 
If such an interest exists in the gross 
estate, the will should be drawn so that 
that asset is bequeathed to someone other 
than the surviving spouse to obtain the 
maximum marital deduction. As an ex- 
ample, the decedent bequeathed $70,000 to 
his surviving spouse. The general estate 
includes a lease for twenty years reserved 
by the decedent when he gave certain real 
property to his son. The term for years 
is an asset for which no deduction would 
be allowed if it is bequeathed directly to 
the wife. The term for years is valued in 
the gross estate at $50,000. Under this 
section the $70,000 bequest must be re- 
duced by the $50,000 value of the interest, 
and only $20,000 is the amount of the 
marital deduction. In determining the 
assets out of which the interest passing to 
the surviving spouse may be satisfied, the 
assets are determined prior to the payment 
of any general claims, but without includ- 
ing named property specifically bequeathed 
or devised. 


Exceptions 


The Revenue Act of 1948 contains three 
exceptions to the terminable interest rule 
which are set forth in subparagraphs (D), 


Estate Planning 





(F) and (G) of Section 812(e) (1). Ifa 
will contains a provision regarding death 
as a result of a common disaster, or stipu- 
lating that the surviving spouse must sur- 
vive the decedent by a period not exceeding 
six months, the interest is a terminable inter- 
est because the conditions of subparagraph 
(B) are met, namely, the bequest is on a 
condition that other persons have an inter- 
est in it and may enjoy the property after 
the failure of the interest of the surviving 
spouse. However, this section excludes 
from the operation of the rule such con- 
tingencies, namely, death as a result of a 
common disaster or survival for a period 
not exceeding six months, if the events do 
not occur and the surviving spouse in fact 
takes the property. Common disaster 
clauses may still be used in wills, therefore, 
without affecting the marital deduction. 
This exception does not apply, of course, 
to an ordinary life estate. While the sur- 
viving spouse might die within the six 
months’ period and thus cause a termina- 
tion or failure of her interest, her death at 
any time will cause such termination or 
failure. Hence, the bequest does not meet 
the first test of this subparagraph, namely, 
that the death of the surviving spouse will 
cause a termination of such interest only 
if it occurs within a period not exceeding 
six months. 


Power of Appointment 
in Trust Property 


The next exception from the terminable 
interest rule deals with trusts in which 
the surviving spouse has a power of ap- 
pointment. Under the present estate tax 
law, the gross estate includes property sub- 
ject to a general power of appointment 
whether or not that power is exercised. 
Consistent with the general principle of 
allowing the marital deduction where the 
property will be taxed again at the death 
of the surviving spouse, subparagraph (F) 
provides that the marital deduction will be 
allowed if certain conditions are met in 
case the property is placed in trust and 
the surviving spouse is given a general 
power of appointment: 


(1) The trust must be created by a 
transfer of property by a decedent during 
his lifetime or under his will. 


(2) Under the terms of the trust, the 
surviving spouse must be entitled to all 
of the income from the corpus of the trust 
for her life. Income here is used in the 
same sense as in Section 162 of the 


599 








Code, relating to the income of estates and 
trusts. Thus, there would be no need for 
capital gains to be distributable to the 
surviving spouse. Moreover, the trust need 
not exist for the life of the surviving spouse, 
but may terminate at an earlier date 
through the exercise of a power of appoint- 
ment by the surviving spouse in favor of 
any person or through the appointment of 
the corpus to the surviving spouse by any 
person. The requirement that the sur- 
viving spouse be entitled to all the income 
from the corpus for life,.refers only to the 
income from the corpus as long as the 
trust is in existence. 


(3) The surviving spouse must be en- 
titled to the income of the corpus of the 
trust annually or at more frequent inter- 
vals. Under this requirement a trust would 
not qualify if the income was to be accumu- 
lated or at the discretion of the trustee 
might be accumulated. 


(4) The surviving spouse must have the 
power to appoint the entire corpus of the 
trust free of trust, and such power must 
be exercisable in favor of the surviving 
spouse or the estate of the surviving spouse. 
If the power is exercisable only at death, 
the trust is not disqualified merely because 
the surviving spouse also has the power to 
invade only part of the corpus during her 
lifetime. Nor would the trust be disquali- 
fied if, in addition to the power to appoint 
the entire corpus free of trust, the sur- 
viving spouse had a lesser power, such as 
to appoint any part of the corpus in trust 
for the benefit of others. The important 
factor is that the surviving spouse must 
have the power to appoint the entire cor- 
pus to herself or, if she does not have such 
a power, she must have power to appoint 
the entire corpus of her estate. The power 
to appoint must be over the entire corpus. 
Thus, if the surviving spouse has the power 
to withdraw but $5,000 per year, the trust 
would not qualify because the power to 
appoint is not over the entire corpus. 


(5) If any person other than a surviving 
spouse has a power to appoint any part 
of the corpus, that power must be exercisa- 
ble solely in favor of the surviving spouse. 
Thus, if a provision that the trustee may 
use the corpus for the benefit of the sur- 
viving spouse is inserted, the trust will 
still qualify for the deduction. 


(6) The power possessed by the sur- 
viving spouse to appoint the entire corpus 
free of trust must be exercisable alone 
and in all events. 
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If all of the foregoing tests are met, the 
interest in the property transferred in trust 
shall be considered, for the purpose of the 
marital deduction, as passing to the sur- 
viving spouse, and no part of the interest 
so passing shall be considered as passing 
to any person other than the surviving 
spouse. In the case of a trust which meets 
the tests of subparagraph (F), even if the 
corpus of the trust, upon the failure of the 
surviving spouse to exercise the power of 
appointment, is to pass to the decedent's 
children, the entire interest in the corpus 
is considered to pass to the surviving spouse 
and no part is considered as passing to 
any other person. This rule conforms to 
the general principle that since the property 
will be taxed upon the death of the sur- 
viving spouse, it should come within the 
marital deduction. Subparagraph (F) pro- 
vides a means whereby property may be 
left in trust rather than left outright to 
the surviving spouse with the marital de- 
duction still obtainable. If the decedent 
wishes to secure the management of the 
property by a person other than the sur- 
viving spouse and at the same time to 
secure the marital deduction, the property 
may be placed in trust, but the trust must 
meet all of these six tests. A _ review 
should be made of all revocable trusts. 
If the marital deduction is to be secured, 
the trust should be revised so that the 
provisions for the surviving spouse will 
meet these tests. The provisions of sub- 
paragraph (C) previously discussed are 
applicable to the trust coming within this 
subparagraph; and if the property placed 
in the trust is itself a terminable interest, 
the marital deduction must be reduced by 
the amount of that terminable interest. 
Likewise, the disclaimer provisions previ- 
ously discussed apply to such trust. 


Deduction Applied 
to Insurance Proceeds 


The next exception to the terminable 
interest rule, contained in subparagraph 
(G) of Section 812(e) (1), deals with the 
proceeds of insurance. It has already been 
pointed out that if the surviving spouse 
receives the proceeds of insurance outright 
or under an option in which no one other 
than the surviving spouse or the estate of 
the surviving spouse has an interest in the 
proceeds, there is not a terminable interest 
and the proceeds are within the marital 
deduction. According to the Senate Fi- 
nance Committee Report, the purpose of 
this exception is to allow the marital deduc- 
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tion in the case of proceeds of life insur- 
ance upon the life of the decedent where 
the surviving spouse is entitled to install- 
ments of the proceeds and has the same 
type Of power possessed by a surviving 
spouse under a trust. For this subparagraph 
to apply, the following tests must be met: 


(1) The property must be proceeds of 
insurance upon the life of the decedent. 


(2) The property must be receivable in 
annual or more frequent installments com- 
mencing within one year after the dece- 
dent’s death. 


(3) Under the terms of the policy all 
amounts payable during the life of the 
surviving spouse must be payable only to 
the spouse. 


(4) The spouse must have a power to 
appoint all amounts payable after death in 
favor of the spouse’s estate regardless of 
whether the power is exercisable in faovr 
of others. Few, if any, insurance com- 
panies grant a power to appoint proceeds. 
Hence, unless the companies change their 
present rule, it will be difficult to meet 
this provision. Perhaps it would be met if 
the proceeds go to the estate of the sur- 
viving spouse. 

What is the effect of this section on 
proceeds of insurance left with the insur- 
ance company at interest? Let us consider 
the following example: The proceeds are 
left by the decedent at interest with a 
right to withdraw proceeds in the sur- 
viving spouse and with a provision that 
any unpaid proceeds are to be paid to the 
estate of the surviving spouse. Is the 
property within the marital deduction? 
The answer is yes, because the terminable 
interest rule does not apply at all—no one 
other than the surviving spouse or the 
estate of the surviving spouse has any 
interest in the property. 

If instead of the payment of the un- 
withdrawn balance to the estate of the 
surviving spouse, the unpaid proceeds are 

go to another, a terminable interest 
exists. Subparagraph (G) has no appli- 
cation because the proceeds are not paid 
in installments. This result obtains even 
though the property is subject to estate 
tax on the death of the surviving spouse. 
Here, the statute should be clarified by 
amendment (or regulation) so that the 
deduction would be allowable. 


Beneficiary’s Election of Option 


In this example the decedent arranged 


for the interest option. Would the result 
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be different if the decedent did not elect 
any option but the surviving spouse made 
the election? The argument would be that 
because the decedent did everything he 
could to leave the proceeds outright and 
the beneficiary made the election, the pro- 
ceeds are within the marital deduction if 
the other tests of the act are met. A 
similar argument made by the Commissioner 
in Law v. Rothensies [46-1 ustc { 9224], 
155 F. (2d) 13, and in similar cases relating 
to the income taxation of proceeds of life 
insurance under options elected by the 
beneficiary, was rejected by the courts. 
Moreover, the report by the Senate Fi- 
nance Committee, after giving examples of 
optional payments within the deduction, 
states that it is immaterial whether the 
mode of payment is determined by an 
option exercised by the decedent or by the 
surviving spouse. The inference here is 
that the mode of payment, not who elected 
that mode -of payment, is the important 
test. Until this question is settled, no mode 
of payment not clearly within the marital 
deduction provisions should be used. 


Installment Option 


Now let us consider an_ installment 
option: Under a settlement fixed by the 
decedent, the proceeds of insurance are to 
be paid to his wife for twenty years or for 
life, with the right in the wife to take the 
commuted value of the unpaid amounts. 
If she dies during the twenty-year certain 
period, the unpaid amounts are to be paid 
to the persons named in the contract. The 
marital deduction would not be allowed 
under subsection (G), even though the 
commuted value of the payments would 
be taxed in the estate of the surviving 
spouse, because she does not have a power 
to appoint all amounts payable after her 
husband’s death. Here is another example 
of property which would be taxable at the 
death of the surviving spouse but which 
would not come within the marital deduc- 
tion. If the surviving spouse had a power 
to appoint the proceeds after death, the 
exception would apply. Here we see the 
importance of the power of appointment. 
It must exist to obtain the deduction re- 
gardless of the other powers. However, 
as pointed out earlier, such a power is not 
permitted by the insurance companies. 


In planning to secure the maximum 
marital deduction, all life insurance con- 
tracts should be examined and the arrange- 
ment for the payment of the proceeds of 
the insurance fixed so that all the require- 
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ments of subparagraph (G) are met. The 
two examples just considered are sufficient 
to demonsfrate that extreme care must be 
used in dealing with insurance options if 
the provisions of the act are to be met. 


Miscellaneous Amendments 


Three miscellaneous amendments should 
be noted: 


(1) The deduction for property previously 
taxed is denied in the case of property 
received from a person who died after 
December 31, 1947, and was at the time of 
death the decedent’s spouse, and for prop- 
erty received by gift after the enactment 
of the Revenue Act of 1948 from a donor 
who was at the time of the gift the dece- 
dent’s spouse. No attempt has been made 
to apportion the property received between 
property within the marital deduction and 
property outside the marital deduction. 
The denial of the deduction for property 
previously taxed applies to all property 
received from the decedent’s spouse after 
the dates stated. 


(2) The present credit for gift tax against 
the estate tax is subject to two limitations. 
First, the amount of the credit cannot 
exceed that part of the gift tax which 
the amount of the gift bears to the total 
amount of net gifts. In computing the 
amount of the gift for the purpose, the 
annual exclusion and gifts to charities are 
deducted from the gross amount of the 
gift. The Revenue Act of 1948 provides 
that in addition to those two deductions, 
the marital deduction for gift tax should 
be deducted from the gross amount of the 
gift. Second, the credit for gift tax cannot 
exceed that proportion of the estate tax 
which the value of the gift included in 
the gross estate bears to the value of the 
entire gross estate. In fixing the value of 
the entire gross estate, the marital deduc- 
tion and the deduction for charities shall 
be deducted. This change provides for a 
larger credit than exists under prior law. 
The value of the gift included in the estate 
under the law prior to the Revenue Act of 
1948 was either the value of the gift at 
the time it was made or the value at the 
time of death, whichever was lower. The 
Revenue Act of 1948 enacts into the Code 
the provision of the Regulations that the 
value of the gift must be reduced by the 
gift tax exclusion. It adds a provision 
that if the fifty per cent limitation on 
marital deductions does not apply, the 
value of the gift is zero and no credit is 


allowed, and that if the fifty percent limitation 
does apply in computing the marital deduc- 
tion, the value must be reduced by the 
amount which the aggregate amount of the 
marital deduction after the fifty per cent 
limitation bears to the total marital deduc- 
tion. These calculations must be applied 
to each gift separately. 


(3) Sections 826(c) and (d) of the Code 
provide a rule of apportionment of the 
federal estate tax so that the executor may 
collect part of the tax from the beneficiary 
of a life insurance policy on the decedent’s 
life or from the recipients of property over 
which the decedent has a power of appoint- 
ment. Those sections are amended so that 
proper effect is given to such property as 
comes within the marital deduction. 


Gift Tax 


The Revenue Act of 1948 also provides 
for a marital deduction in the case of a 
gift tax. Further, in any gift by a married 
person to a third person, one half of the 
gift may be attributed to the husband and 
one half to the wife. Thus, as I have 
stated, the act provides in effect for a gift 
of $6,000 to an individual which may come 
within the annual exclusion whether the 
gift is made by the husband or the wife, 
and a $60,000 exemption which may be 
used by either the husband or wife. If the 
husband has $186,000 of property which 
he wishes to dispose of during his life and 
at his death, and neither the husband nor 
wife has made any prior gifts, he may give 
$66,000 to his child without paying any 
gift tax, and on his death may leave $60,000 
outright to his wife so that no 
estate tax is payable. Under the prior 
law, the comparable amount of property 
which could be disposed of free of tax was 
$33,000 for the purpose of gift tax and 
$60,000 for the purpose of the estate tax, 
or a total of $93,000. Of course, if addi- 
tional $6,000 gifts are made in other years 
to the same persons, the amount which 
can be disposed of free of tax is increased. 

The first gift tax provision regards the 
marital deduction, and is contained in a 
new paragraph (3) to Section 1004(a) of 
the Code. The deduction is allowed only 
for gifts made by citizens and residents 
of the United States. Thus, it is not 
allowed for a gift by a nonresident alien, 
but is allowed for a gift by a citizen or 
resident to his nonresident alien spouse. 
It applies only to gifts made after the date 
of the enactment of the Revenue Act of 
1948. The effective date is not the same 
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as that for the estate tax, which, as I 
have said, applies to all decedents dying 
after December 31, 1947. 


The marital deduction is allowed in an 
amount equal to one half of the value of 
any gift of an interest in property to a 
donee who at the time of the gift is the 
donor’s spouse. The marital deduction 
for the gift tax is limited to one half of 
the value of the interest in the property, 
whereas under the estate tax the deduction 
is allowed for the entire value of the inter- 
est in the property subject to the limitation 
of fifty per cent of the value of the ad- 
justed gross estate. 


For the purpose of the gift tax, the 
marital deduction is determined with re- 
spect to each gift to a spouse and without 
regard to the annual exclusion of $3,000. 
Thus, if, after the date of the enactment 
of the act, a husband makes a gift of 
$10,000 to his wife, an exclusion of $3,000 
and a marital deduction of $5,000 will be 
allowed. First applying the marital deduc- 
tion, the husband has made a gift of $5,000 
to which the $3,000 exclusion would be 
applied, leaving a gift subject to tax or 
subject to the specific exemption of $2,000. 


Limitation of Gift Tax Deduction 


This act contains a provision which has 
the effect of limiting the marital deduction 
with respect to gifts to a spouse in any 
calendar year to the amount of such gifts 
included for the purpose of computing 
net gifts. Thus, if the only gift by a hus- 
band to his wife during the calendar year 
is $5,000, an exclusion of $3,000 is allowed, 
so that the amount included in net gifts is 
$2,000. A marital deduction is allowed in 
the amount of $2,500, but under the limita- 
tion is limited to $2,000. In other words, 
the marital deduction cannot be used to 
decrease gifts to other persons. If a hus- 
band transfers to his wife $4,000 by gift 
in January, 1949, and $4,000 by gift in 
July, 1949, and makes no other gifts to 
her during the year, the marital deductions 
will total $4,000, that is, two deductions 
of $2,000 each. As only one $3,000 annual 
exclusion is allowed, the extent to which 
the gifts will be included in the amount of 
net gifts is $5,000. Accordingly, since the 
total marital deductions of $4,000 will not 
exceed $5,000, they will be allowed in full. 


The deduction is allowed only for a gift 
to a donee who at the time of the gift is 
the donor’s spouse. Thus, no deduction 
is allowed for a gift to an individual who 


Estate Planning 


was not the donor’s spouse at the time of 
the gift even though the donor was the 
donee’s spouse some other time during the 
year within which the gift was made. 


Comparable Exceptions 


The general rule just stated is subject to 
exceptions corresponding to the estate tax 
exceptions. The marital deduction is not 
allowed for the gift of a terminable inter- 
est. A rule differing from that applicable 
to the estate tax is applied in the case of 
a gift by a donor to a spouse as a joint 
tenant with the donor. For such a gift, 
the marital deduction is allowed even 
though the interest is terminable. The gift 
tax amendments do not contain any provi- 
sion corresponding to the disclaimer pro- 
visions under the estate tax. Such pro- 
visions were deemed unnecessary for the 
reason that if a person disclaims or refuses 
an attempted gift, a transfer by gift is not 
made. 


Splitting of Gifts to Third Parties 


- The other gift tax provision of the act 
permits a husband and wife, by consent, 
to treat a gift by either as a gift of one 
half by each. This rule applies only to 
gifts made after the enactment of the law, 
and only if at the time of the gift the 
spouse is a citizen or resident of the United 
States. An individual is considered the 
spouse of another individual only if he is 
married to the other individual at the 
time of the gift and does not remarry 
during the remainder of the calendar year. 


The splitting of gifts made by either 
spouse to a third party is not mandatory, 
but is permitted if both spouses consent. 
The consent to any such gift during the 
calendar year applies to all gifts made to 
third parties during that year. Apparently, 
however, a new consent may be made each 
year. 


Element of Chance 


From the foregoing, it can be seen that 
if one spouse has property and the other 
has none, the marital deduction can be 
used advantageously when the spouse having 
the property dies first. On the other hand, 
if the other spouse dies first, estate taxes 
could be reduced if gifts have been made 
to the spouse dying first, who in turn has 
left the property for the benefit of children 
or grandchildren. The act has thus intro- 
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duced into estate planning an element of 
chance. Whether or not the marital deduc- 
tion for the estate tax is advantageous, 
will depend upon the order in which the 
spouses die, with the maximum advantage 


only if the spouse having the property dies 
first. In addition to other factors normally 
considered, the chances as to which spouse 
will die first have now to be considered 
as part of each estate plan. [The End] 


RIGHT OF EXECUTOR TO COLLECT FROM INSURANCE COMPANY 


Liability for taxes: Right of executor to 
collect from insurance company.—An in- 
surance policy on decedent’s life was as- 
signed to decedent’s wife under a separation 
agreement later incorporated in a divorce 
decree. The proceeds were paid to her 
within two months of decedent’s death, 
which occurred in 1937. Notification was 
given to the State Tax Commission, in 
accordance with Section 249-cc of the New 
York Tax Law. The policy was not in- 
cluded in decedent’s gross estate for federal 
tax purposes at that time. In 1945, dece- 
dent’s executors filed a supplemental peti- 
tion asking that the insurance company 
reimburse them for the amount of federal 
taxes paid by reason of later inclusion of 
the policy in decedent’s gross estate. The 
insurance company is not a “person inter- 
ested in the estate of the insured” or a 
“person in possession of taxable property,” 
as defined by Section 249-m of the New 
York Tax Law and specified by Section 
124 of the Decedent Estate Law. By 
compliance with the procedural require- 


ments of Section 249-cc, the insurance 
company absolved itself of liability with 
respect to death taxes under Section 124, 
It is not, under the statute, a withholding 
agent to the extent of the taxes assessed 
against the proceeds of the policy, and the 
executors cannot collect taxes which they 
paid out from the insurance company. 
Under Section 826(c) of the federal estate 
tax law, the federal government did not 
reserve any right to collect estate taxes 
from the insurance company on insurance 
moneys included in decedent’s gross estate, 
and the right to reimbursement is from 
the insurance beneficiary alone. The state 
law would not, therefore, go further than 
the federal law had gone—N. Y. In the 
Matter of the Judicial Settlement of the 
Account of Proceedings of Melvin G. Palliser, 
Deceased, William Dunkak and Bernard Tuc- 
ker Zahn, as Executors of the Account of 
Proceedings of William Dunkak and Bernard 
Tucker Zahn, as Surviving Executors of 
the Last Will and Testament of Bernard 
Zahn, Deceased, 48-1 ustc ¥ 10,614. 


CHANGE IN ASSESSMENT REFLECTING FEDERAL CORRECTION 


Income: Change in assessment reflecting 
federal correction—The Commissioner of 
Revenue, on learning from the _ federal 
government that a change of credit has 
been made in the federal income tax return 
of a taxpayer, has the power to make an 
additional assessment for income tax due 
the state for the same period. Public Laws 
of 1937, Chapter 127, Sections 334-335, ex- 


pressly except the special instance of assess- 
ment or refund made upon notice of federal 
correction of the taxpayer’s liability (where 
the taxpayer has failed to notify the Com- 
missioner of such additional assessment) 
from the operation of the three-year limita- 
tion set forth in G. S. 105-160.—N. C. 
Garrou Knitting Mills v. Edwin Gill, Com- 
missioner of Revenue. 


TAXABILITY OF REISSUED STOCK AS NONPRODUCTIVE INVESTMENTS 


Intangibles: Taxability of reissued stock 


as nonproductive investments.—Reissued 
stock, the income of which had been dis- 
closed as “income yield” by the owners, 


June, 1948 e 


is not properly assessable and taxable as a 


nonproductive investment.—Ohio. Frederick 


V. Geier et al. v. Glander, CCH Onto Tax 
Reports {f 25-043. 
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held that the holding period for the stock 
sold included the time he held the property 
which he conveyed to the corporation, even 
though such property was not a capital 
asset. Of course, if the taxpayer today used 
the depreciable property in his trade or 
business, the formation of a corporation 
would not be necessary since his capital 
gain would fall under Section 117 (j) of 
the Internal Revenue Code. The principle 
of the Gracey case, however, seems to be 
fully applicable where the taxpayer’s prop- 
erty is not a capital asset or is not under 
Section 117 (j). Before a transaction of 
this type is formulated, the various angles 
should be carefully considered. If the cor- 
poration formed has no business purpose 
other than to serve as a temporary entity 
for the purpose of capital gain, it might 
well fall within the rule of Gregory v. 
Helvering [35-1 ustc J 9043], 293 U. S. 465 
(1935). 


Sale of Life Interests 


The sale of life interests in a trust to 
convert anticipated ordinary income into 
present capital gain successfully met the 
attack of the Commissioner in the recent 
case of McAllister v. Commissioner [CCH 
Dec. 14,745], 5 TC 714; rev’d [46-2 ustc 
{ 9337] 157 F. (2d) 235 (CCA-2, 1946). For 
years the government has had difficulty in 
reconciling Blair v. Commissioner [37-1 
ustc $9083], 300 U. S. 5 (1937), with 
Irwin v. Gavit [1 ustc J 132], 268 U. S. 161 
(1925). The implications of Harrison v. 
Schaffner [41-1 ustc J 9355], 312 U. S. 579 
(1941), Hort v. Commissioner [41-1 ustc 
{ 9354], 313 U. S. 28 (1941), and Helvering 
v. Horst, supra, amplified the conflict and 
resulted in the Commissioner’s maintaining 
in the McAllister case that when the life 
beneficiary of a trust as a party to the 
termination of the entire trust received the 
present actuarial value of her future income, 
she was in effect anticipating all of the 
future income. The Tax Court sustained 
this view on the theory that there was a 
distinction between a “surrender” and a 
“sale” of a life interest in the trust, the 
latter yielding capital gain, as ruled in 
Bell Estate v. Commissioner [43-2 ustc 
19565], 137 F. (2d) 454 (CCA-8 1943). 
The Second Circuit Court of Appeals real- 
istically could see no practical distinction, 
and therefore deemed the surrender of a life 


Minimization of Tax Burden 


PLANNING FOR MINIMIZATION OF INDIVIDUAL’S TAX BURDEN 
Continued from page 575 








interest for part of the trust corpus the 
equivalent of an exchange resulting in capi- 
tal gain. 


Spreading Income to More Years 


Sections 107 (a) and (b) of the Code 
represent the first deliberate attempt by 
Congress to average income over a period 
of years to eliminate unusually “high sur- 
tax years” in the special situations to which 
it applies. Section 107 has many complica- 
tions. It reduces the tax rate by spreading 
over several years the income otherwise 
received largely in one year, for the purpose 
of calculating the tax for the year the 
income in fact is received. 


Too frequently is Section 107 neglected, 
perhaps because the computations some- 
times are involved.or the taxpayer’s records 
too sparse, or even because the tax return 
form has no space for application of the 
section. In any event, the professional 
man, the executor, the inventor, the writer, 
at times the beneficiary of a will who 
suddenly receives a large bequest in pay- 
ment of faithful services over the years, 
and many others often can save considerable 
taxes by using Section 107. Few can do 
so properly, however, without careful ad- 
vice of the tax lawyer or accountant. 


Installment sales under Section 44 of the 
Code and deferred payment sales are effec- 
tive in spreading income over several years 
and postponing the day of tax payment. 
But wherever installment sales are capital 
gain transactions, they are of no avail in 
reducing taxes if the taxpayer’s net income 
is under $22,000. At that point the twenty- 
five per cent maximum capital gain provi- 
sion raises its beautiful head. Consequently, 
as the taxpayer approaches the fifty per 
cent tax bracket, the benefits from install- 
ment sale income payments lessen. 


Installment sales also have disadvantages. 
Once the installment method of reporting 
a sale is elected, the Commissioner must 
approve a change. Furthermore, since in- 
stallments are taxed in accordance with 
the law in force at the time they are 
received, a raise of capital gain rates (Heaven 
forbid!), an extension of holding period or 
repeal of a provision such as Section 117 
(j) could convert a capital gain sale into 
an ordinary income sale, and then all future 
installments would be ordinary income. 
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Spreading Income to More Entities 


The average individual taxpayer has a 
hard enough time living on his earnings, 
paying off his loan from the finance com- 
pany and putting aside a little to supple- 
ment his social security benefits, without 
spreading what he has not over “other 
entities.” He may give his wife or children 
a few bonds, or make his wife a real work- 
ing partner in his small store, but anything 
else is usually beyond him. The larger tax 
minimization plans are the possessions of 
the more fortunate. 

The entities over which income may be 
spread to reduce taxes, while the income is 
still kept within or tangent to the orbit of 
the family group, are corporations closely 
held, personal trusts, family or friendly 
partnerships and, of course, the spouse, 
children and the trusted friend. 

With the repeal of excess profits taxes, 
the corporation again is in vogue, in spite 
of the thirty-eight per cent maximum tax. 
Section 102 is a real threat to using the 


corporation as a wealth-accumulating de- 
vice, but until the “teeth” Congress put 
into Section 102 in 1938 “bite,” most business 
men will go serenely along believing the 
growing corporate profits are safely required 
“for the reasonable needs of the business” 
to fulfill their dreams of fantastic future 
projects. 


Much can be done with the corporation, 
however, to spread income and pass wealth 
to others in the family group. Gifts of 
stock, particularly in the early corporate 
life before earning power is large, entail 
little gift tax, eliminate high future estate 
taxes and divide the income of the corpora- 
tion among many persons. Even such 
clear-cut, recognized tax minimizers as gifts 
to wife and children may not always work. 
If, after the gift, the donor is still, by his 
actual or business control, the alter ego of 
the corporation or the donee, or is even 
the economic source which gives the stock 
itself value and earnings, he may continue 
to be taxed on the dividends paid on the 
donated stock. {The End] 


HOW TO BUY AND SELL SECURITIES—Continued from page 591 


by the amount of money received. And 
where the taxpayer has a gain or loss, and 
not only money but also other property is 
received, the basis must be apportioned, 
an amount equivalent to the fair market 
value of the other property being assigned 
to it. Generally, if property encumbered by 


a mortgage is transferred in a tax-free ex- 
change and the mortgage is assumed by the 
transferee, the assumption of the mortgage 
is considered the equivalent of cash in com- 
puting the basis of the property received.” 


[The End] 
101 Section 113(a) (6). 
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ESTATES BY THE ENTIRETY AND THE REVENUE ACT OF 1948 
Continued from page 567 


— 


the Revenue Act of 1948, which treat 
tenancies by the entirety fairly. This does 
not mean, however, that any estate tax 
advantages are gained by the use of estates 
by the entirety under the new law; the 
same benefits may be obtained by the use 


of individual ownerships or tenancies in 
common. 


Cost Basis to Survivor 


Now let us turn our attention to the 
cost basis of property held as an estate by 
the entirety upon the death of a spouse 
to the surviving spouse. Assume that H 
purchased a vacant lot for $20,000 in 1936, 
taking title in his own name. He died in 
1946, leaving a will in which he devised the 
lot to his wife W. The fair market value 
of the property at the date of H’s death 
was $45,000. If W sold it for $50,000 a 
year after receiving it from H’s estate, the 
cost basis to W for income tax purposes 
would be the fair market value at the time 
of H’s death, or $45,000. Section 113(a) 
(5) and the Regulations* provide that if 
property is acquired by bequest, devise or 
inheritance, the cost basis is ordinarily the 
value at the time of death. 


Lang Decision 


Now assume that H paid the same 
amount, $20,000, for the same lot in the 
same year, 1936, but that the seller con- 
veyed the title to H and W as an estate 
by the entirety. If H died in the same 
year, 1946, when the fair market value of 
the property was the same amount, $45,000, 
and if W survived H and sold the property 


3’ Regulations 111, Section 29.113(a) (5)-1. 
*[3 ustc J 1088] 289 U. S. 109 (1933). 


Estates by Entirety 


a year after H’s death for the same price, 
$50,000, the cost basis to W would be 
$20,000 (the original cost when the prop- 
erty was acquired as an estate by the 
entirety), and not the stepped-up basis of 
$45,000. In the case of Lang v. Commis- 
sioner,’ the United States Supreme Court 
decided that the surviving spouse in an 
estate by the entirety did not acquire the 
property by inheritance, bequest or devise, 
and that consequently the cost basis would 
be the original cost and not the stepped-up 
basis. 


The Revenue Act of 1948 did not change 
the effect of the Lang decision. While 
Section 113(a) (5), relating to the basis of 
property transmitted at death, was amended 
by the new law, the amendment applies 
only to community property in community 
property states, and not to property held 
as an estate by the entirety. The 1948 
Act in this respect seems to discriminate 
against estates by the entirety. Therefore, 
the disadvantages of tenancies by the en- 
tirety with reference to the cost basis on 
the resale of the property by the surviving 
spouse still exist under the new law. 


Perhaps the chief reason that spouses 
usually acquired property as tenants by the 
entirety in the past was to enable them to 
split the income from the property between 
husband and wife: Since the 1948 Revenue 
Act permits the splitting of income between 
husbands and wives, the main reason for 
using estates by the entirety has dis- 
appeared. We feel, therefore, that from the 
viewpoint of federal taxation it is just as 
unwise now as it formerly was to hold 
property as an estate by the entirety. 
Please note that we have been discussing 
principles of federal taxation only, and not 
those of state taxation or substantive law. 

[The End] 





Some Sophisticated Problems with the Charitable Deduction— 
Continued from page 553 





the death of the grantor, provide that the 
corpus is to be returned to his estate. At 
this point you have made a gift to the 
corporation of only a life interest in the 
income of the property transferred. The full 
value of the life interest may be more 
than fifteen per cent of your adjusted 
gross income. This is your maximum de- 
duction for charitable purposes. At this 
point, you have retained a so-called rever- 
sionary interest in the property transferred. 


Step 3. Each year assign enough of your 
trust reversionary interest to the charitable 
corporation. Assign at least fifteen per 
cent of your adjusted gross income in each 
year. 


Step 4. Guard against estate tax in the 
event that some reversionary interest is 
left at the date of death. Provide in your 
will that your interest, if any, in the trust 
at date of death is to be paid to the 
charitable corporation. 


In the year of transfer to the trust, you 
have made a gift of a so-called life interest 
to a charity. The valuation tables used by 
the Treasury assume a four per cent return. 


Value of 

Age stock transferred 
51 .. $30,000 
56 ..... 30,000 
61 . : .. 30,000 
66 Shui 30,000 


This process can be repeated each year. 
Bear in mind that the percentage of the 
reversionary interest required to be assigned 
will differ from year to year. There are 
two variables: the value of the stock and 
the value of the reversionary factor (the lat- 
ter increasing in value each year as the 


Value of 
corpus 
$25,000 

25,000 
25,000 
25,000 


ee 


Therefore, upon a gift of 500 shares of 
United States Steel stock valued at $60 per 
share, the amount of the gift in the year of 
the creation of the trust, depending upon 
the age of the grantor, would be as follows: 


Value 
of stock 

Age transferred 
SO .......5 Soe 
30,000 


Value 
of gift 
$14,964.38 
13,173.46 
11,397.68 

9,402.62 


If we assume an adjusted gross income of 
approximately $5,000, the amount deducti- 
ble in the year of the gift is $750. 


In each year after the year of the original 
transfer, you would seek a $750 deduction. 
You achieve this by assigning to the chari- 
table corporation that much of your rever- 
sionary interest. If the stock continues 
to have a value of $60 per share, the 
following percentage of the reversionary 
interest in the trust would have to be 
assigned to the charitable corporation in 
the first year after the original transfer by 
each of the grantors: 


Approximate 
percentage of reversion- 
ary interest required 
to be assigned to 
charitable corporation 
5.0% 

4.5% 

419% 

3.7% 


Value of 
reversionary 
interest 
$14,793.30 
16,534.80 
18,348.90 
20,163.60 


grantor grows older). Assume that in the 
second year after the creation of the trusts 
the stock is worth $50 per share. In order 
to receive a deduction of $750, you would 
have to assign the following percentages of 
your reversionary interests: 


Approximate 
percentage of reversion- 
ary interest required 
to be assigned to 
charitable corporation 
5.9% 

5.3% 

48% 

44% 


[The End] 


Value of 
reversionary 
interest 
$12,611 
14,077 
15,595 
17,099 
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Federal Tax Calendar 


July 1 


Employee status determination date for 
withholding of income tax on wages. 
Additional exemptions under 1948 Act 
for old age and blindness must be given 
effect if such exemption claims (Form 
W-4) were filed by June 1. Nothing 
prevented an employer from giving ef- 
fect to such claims with respect to 
wages paid immediately after enact- 
ment of 1948 Act (April 2, 1948), since 
new exemptions are applicable to all 
of 1948. 


July 10—— 


Employers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. Employers 
have option of paying taxes withheld 
for June directly to collector when 
return on Form W-1 for preceding 
quarter is filed. Quarterly return is 
due on or before July 31. 


July 15—— 


Return of stamp account by brokers, 
dealers in securities, etc., due for pre- 
ceding month. Form 828. 


Due date, by general extension, of returns 
for year ending January 31 in the 
case of (1) foreign partnerships; (2) 
foreign corporations which maintain 
an office or place of business in the 
United States; (3) domestic corpora- 
tions which transact their business and 
keep their records and books of ac- 
counts abroad; (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States; and (5) American 


citizens residing or traveling abroad, 
including persons in the military or 
naval service on duty outside the 
United States. Forms: (1), Form 1065; 
(2)-(4), Forms 1120; (5), Form 1040. 


Due date, by general extension, of non- 


taxable returns for fiscal year ending 
February 28 in the case of fiduciaries 
for estates and trusts, but not returns 
of beneficiaries or other distributees of 
such estates or trusts. 


Monthly information return of stock- 


holders and of officers and directors of 
foreign personal holding companies due 
for June. Form 957. 


Due date for delivery to local collector of 


internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for 
proceeds of sales of stamps sold during 
preceding month. 


July 31 


Returns for excise taxes due for June. 


Forms 726, 727, 728, 728(a), 729, 932. 


Quarterly return and payment (depositary 


receipts or cash) by employer of income 
tax withheld on wages of employees 
during preceding quarter. 


Quarterly return by withholding agent 


of tax withheld at source under Code 
Section 143 (tax-free covenant bonds 
and nonresident aliens) and Code Sec- 
tion 144 (nonresident foreign corpora- 
tion). 
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